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“The examination of a trend is ordi- 
narily of interest chiefly to the extent 
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It is much easier, and certainly much 
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but usually much less interesting than 
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of philosophy, Arnold R. Baar intro- 
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Tax-Wise 


Meetings of Tax Men 


Pennsylvania.—On June 1, 1949, Carlos 
Berguido, Jr., Consul General of Panama, 
was guest speaker at the Annual Outing of 
the Philadelphia Chapter of Tax Executives 
Institute, Inc. 


Mr. H. Renner, Jr., Assistant Comp- 
troller, Philadelphia Transportation Com- 
pany, Philadelphia, has been elected 1i- 


rector of the Philadelphia Control, Controllers 
Institute of America. 


Can One State Tax Another? 


Kemper Knapp, a resident of Illinois, died 
testate. Under his will he made a gift of 
the residue of his estate, which was valued 
at $2,471,758.49, to the Board of Regents 
of the University of Wisconsin. The County 
Judge of Cook County, Illinois, assessed 
an inheritance tax of $714,097.55. The as- 
sessment order was affirmed by The County 
Court of Cook County, which held that the 
University of Wisconsin was within the 
purview of the provisions of the Illinois 
Inheritance Tax Act imposing a tax upon 
“persons, institutions or corporations.” The 
State of Wisconsin has appealed to the Illinois 
Supreme Court, arguing that the State of 
Wisconsin is not a “person, institution or 
corporation” within the meaning of the act, 
but a sovereign sister state, and that as a 
sovereign, the State of Wisconsin cannot be 
taxed by the State of Illinois. It further 
contends that the Illinois inheritance tax 
has been defined repeatedly as not a tax on 
property, nor on the estate of the decedent, 
nor on the right of the decedent to transmit 
his property at death, but as a tax on the 
right of the legatee to receive property from 
a decedent. Since in Illinois the tax is not 
a debt of the estate or the executor, but 
is a debt of the donee, the gift reaches the 
hands of the recipient before the tax is taken 
out. 
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Taxes... 
Tax People... - 
Things Taxed... 


Federal Estate Tax—Proposed 
Regulation Changes Questioned 


The petition for certiorari in Estate of 
Schroeder v. Commissioner asks the United 
States Supreme Court to determine the 
propriety of proposed changes in the Fed- 
eral Estate Tax Regulations, which would 
reflect the now famous Church and Spiegel 
cases. The Schroeder case was pending be- 
fore the Court of Appeals for the Second 
Circuit when those cases were decided by 
the Supreme Court. The Schroeder case had 
been taken to the Circuit Court on the 
question of whether the decedent had a 


possibility of reverter in a certain trust 


which would subject the trust to federal 
estate taxes. The Tax Court had held that 
there was no possibility of reverter sufficient 
to result in a tax. After the Church and 
Spiegel cases were decided, the Second Cir- 
cuit Court avoided the possibility of reverter 
question and elected to find the transfer 
taxable on the basis of the Church case be- 
cause the transferor had reserved the in- 
come from the trust for life, thus bringing 
it within the scope of the Church case, which 
held that pre-1931 transfers with income re- 
tained would be taxed on that basis alone. 


Subsequently, the Commissioner issued 
proposed amendments to the Estate Tax 
Regulations indicating that he would not 
tax pre-1931 transfers with income retained 
unless the decedent died after January 17, 
1949, the date of the Church and Spiegel 
cases, or unless he also had a possibility of 
reverter. He also proposed to reserve to 
himself alone the power to determine 
whether there had been a possibility of re- 
verter retained. In the Schroeder case, not- 
withstanding the Tax Court’s decision and 
the failure of the Court of Appeals to pass 
on the question, he maintained that the 
transfer was taxable on the ground that the 
decedent held a possibility of reverter suf- 
ficient, under the Spiegel case, to result in 
a tax. 
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Here, then, is a case in which the taxpayer 
wishes to take advantage of that part of a 
proposed regulations change which states 
that the Commissioner will not rely on one 
Supreme Court case under certain circum- 
stances, while he questions another part 
which relies upon a second Supreme Court 
case which is a companion to the first. He 
questions the power of the Commissioner 
to use the first case as a means of prevent- 
ing litigation in situations which the Com- 
missioner feels are governed by the second 
case. 


Famous Last Words 


“Up to 1934 he personally’ prepared his 
own tax return. After that his returns were 
prepared by an accountant who relied upon 
information furnished by the taxpayer. It 
seems that the accountant in preparing this 
return did not examine any of taxpayer’s 
books.” Halle v. Commissioner, 49-1 ustc 
{ 9295. 


Fraud Cases 


The judge in the Halle case appended a 
number of cases in which the imposition of 
the fifty per cent fraud penalty has been 
upheld. They are as follows: 

Mauch v. Commisstoner [40-2 ustc J 9566], 
113 F. (2d) 555 (understatement and fail- 
ure to report substantial sums of money 
received from unnamed clients); Wickham 
v. Commissioner [1933 CCH 9327], 65 F. 
(2d) 527, 531-532 (only explanation for failure 
to report true income was that taxpayer 
entrusted the preparation of his returns to 
others); Humphreys v. Commissioner [42-1 
ustc J 9237], 125 F. (2d) 340, cert. den. 317 
U. S. 637 (unexplained income items omitted 
from tax return); Rusman v. Commissioner 
[3 TCM 922, CCH Dec. 14,115(M)], petition 
to review dismissed 150 F. (2d) 543 (unre- 
ported income concealed in savings bank 
accounts and account books improperly re- 
flecting receipts of taxpayer); Rogers vw. 
Commissioner [40-1 ustc J 9459], 111 F. (2d) 
987 (taxpayer reporting less than one half 
of his income). See, also, Harris v. Com- 
missioner (CA-4, decided April 8, 1949 [49-1 
ustc § 9252]|—taxpayer was unlettered and 
ignorant). And see (a criminal case) Stin- 
nett v. U. S. (CA-4, decided March 9, 1949 
[49-1 ustc J 9217]). 


Inventor's Income 


An inventor who worked on an invention 
until 1931 but who did not receive any in- 
come from it until 1942 was permitted by 
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the Court of Claims to relate the income and 
taxes when the work which produced the 
income was done. The Commissioner was 
reversed. Williams v. U. S., 49-1 ustec J 9303. 


Government Records 
Reach San Francisco 


“Tt would require 3,504 miles of packing 
boxes to contain the existing records of the 
United States government,” according to the 
Cleveland Trust Company Business Bulletin 
of June 15. This figure presupposes that 
each packing case would be one foot wide, 
one foot high and two feet long. If all 
the boxes were placed end to end along a 
transcontinental highway, they would reach 
from New York to San Francisco with 
enough remaining to turn around and return 
311 miles in the direction of New York. 


Fine Points of Collecting Garbage 


A case reported at 36-2 ustc J 9367 pre- 
sents the Board of Tax Appeals’ ideas of 
the niceties of the garbage-collecting pro- 
fession, but we assure you that nobody but 
a low-brow editor footnoted the quotation. 


“Certain members taken into the associa- 
tion* were indifferent scavengers? with 
little natural aptitude* for garbage collec- 
tion. They were the* type who merely 
dumps the can and drives off,‘ ignorant® of 
the fact that a little time showing courtesies 
to the housewife creates for the garbage 
man a personality ® and good will which is 
reflected in added business.*. Through the 
operation of the association these less capa- 
ble scavengers were brought into contact 
with the really expert type* and through 
these contacts were instructed in the finer 


technique ® of the work.” ® ‘ 


Other Recent Tax Decisions 


Exemptions: “Indefeasibly vested” inter- 
ests.—The decedent created a trust for the 
benefit of a former wife, to terminate upon 
her death or her remarriage and provided 
for distribution of the remainder to the 
decedent’s issue per stirpes, and, in default of 





1 An association of garbage collectors. 

2 An indifferent scavenger does not drain the 
last drop in the discarded whiskey bottle. 

3 Apparently round pegs in square holes. 

*A gentleman still, compared to the type who 
tries to throw it from the kitchen window. 

5 He is deaf, too. 

® No beat-up-pan look. 

7 For the hardware dealer who sells new cans. 

8 Those who tiptoe. 

® Soon they could throw a can, making it turn 
over three times and land on its bottom. 

10 There is glamour in everything these days. 
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such issue, to a nonprofit educational institu- 
tion. Under a number of recent rulings (the 
latest being Jn re Van Cott, decided April 26, 
1949), since such an interest is not “inde- 
feasibly vested” within the meaning of Section 
249-q as amended in 1946, no exemptions 
can be allowed under that section.—N. Y. 
Estate of Julian B. Niles, CCH INHERITANCE 
EstATE AND Girt TAx REPorts { 16,418. 


Sales and use taxes: Taxpayer’s records 
as evidence. — Tax administration officials 
must consider and give due weight to the 
books and records maintained by a taxpayer 
in making assessments of sales dnd use taxes. 
In Bloch v. Glander, the Supreme Court of 
Ohio invalidated an assessment of sales taxes 
where the Tax Commissioner disregarded 
the taxpayer’s books and records, applied 
a so-called “usual accepted markup” to the 
cost of the taxpayer’s purchases and deter- 
mined the amount of tax-exempt sales on 
the basis of the “usual percentages em- 
ployed for exempted articles sold and food 
consumed off the premises,” without evi- 
dence supporting the validity or correctness 
of the markup or percentages employed.— 
Ohio. Bloch v. Glander, 2 CCH State Tax 
Cases Reports § 250-038. 


Deductions: Testamentary direction for 
payment of taxes: Insurance proceeds.—The 
decedent directed in his will that “I further 
direct that all taxes, both State and Federal 
shall be a charge against the principal of 
my estate and shall be paid therefrom and 
shall not be charged against the interest of 
any distributee.” ‘This provision did not, 
however, cover insurance proceeds payable 
to beneficiaries, and the decedent’s executor 
is entitled to recover the amount of taxes 
paid on the insurance proceeds from the 
beneficiaries. The amount of federal estate 
tax allowable as a deduction for inheritance 
tax purposes was, therefore, reduced by the 
percentage which the tax on the insurance 
proceeds bears to the tax on the total estate. 
—Ohio. Estate of L. G. Gatch, CCH In- 
HERITANCE ESTATE AND Girt Tax REporRTS 
7 16,417. 


Unliquidated claim against the United 
States for income tax refund.—Where the 
books of account of a taxpayer show a claim 
against the United States or its Treasury 





Department as an asset, such claim is not 
exempt from taxation in this state under 
Title 31, Section 742, U. S. Code (Section 
3701, United States Revised Statutes), or 
otherwise—Ohio. The Glidden Company v. 
Glander, 2 CCH State Tax Cases REPORTS 
q 250-035. 


Rate of tax: “Children of a former hus- 
band or wife.”—The decedent, during his 
lifetime, with his wife, transferred property 
to his stepdaughter. The transfer is subject 
to inheritance tax as a transfer in contem- 
plation of death at the rate of two per cent. 
“Children of a former husband or wife” is to 
be construed as meaning stepchildren and it 
makes no difference whether their parent is 
living or dead at the time of the decedent’s 
death—Pa. In the Matter of the Estate of 
J. Curt North, Deceased, CCH INHERITANCE 
EstaTE AND Girt TAx Reports { 16,425. 


Contemplation of death: Reward for faith- 
ful services of son.—The decedent, within 
a year of his death following an operation 
for cancer, transferred a residence to his 
son and the latter’s wife. The residence 
was too large for the decedent and his wife 
themselves to occupy. The decedent died 
in 1947, Since the transfer was made to 
reward the son who had faithfully worked 
for decedent for many years, it is not tax- 
able as a transfer in contemplation of death. 
—Pa. In re Estate of C. Price, CCH InN- 
HERITANCE EstaTE AND Grrr Tax Reports 
{ 16,423. 


Ruling 


Valuation: Contingent remainders. — In 
valuing a life estate and remainder interests 
the mortality table provided for by Section 
140.100 KRS is used. If a remainder legatee 
is older than the life tenant, it is presumed 
that he will not survive the life tenant and 
nothing which passes to him at the testator’s 
death is subject to tax. Where the remain- 
derman is younger than the life tenant, the 
share is taxable as provided in Section 140.070 
KRS, after allowing exemptions. In the 
event the most probable contingency does 
not occur, provision is made for recovering 
any excess tax paid—Ky. Opinion of the 
Attorney General, CCH INHERITANCE EsTATE 
AND Girt Tax Reports § 16,420. 
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The Tax Court— 


A Silver Anniversary 


Washington Tax Talk 





Our Cover 


John Worth Kern becomes Presiding 
Judge of the Tax Court of the United States 
on July 1, succeeding Bolon B. Turner, who 
has served two successive terms in that 
capacity. 

Judge Kern was appointed originally to 
the Board of Tax Appeals on September 2, 
1937. He received his A. B. degree from 
Washington and Lee University and his 
LL.B. from Harvard. For a time he prac- 
ticed law in Indianapolis. Subsequently he 
became Judge of the Superior Court of 
Marion County, then Mayor of Indianapolis, 
and for a time was Professor of Law at the 
Indiana Law School. 


Silver Anniversary 


HE TAX COURT of the United States 

(nee Board of Tax Appeals) will cele- 
brate its twenty-fifth anniversary this month. 
Although for a quarter of a century it has 
lived more and more openly and notoriously 
with the judicial process, which in turn has 
given rise to considerable speculation as to 
its true nature, yet, by virtue of its conduct, 
it has come to earn, regardless, the almost 
complete approbation of those who were the 
most incredulous and critical of such a de 
facto conjugal relationship from the beginning. 


Up to the time of the origin of the Board, 
a taxpayer’s only relief when the Commis- 
sioner assessed an additional deficiency 
against him, lay in a protest to the Commis- 
sioner, the very one who had assessed the 
deficjency. If the latter were adamant in 
his original conviction, the taxpayer could 
then only pay the tax and sue in the federal 
district court or the Court of Claims to re- 
cover the additional tax paid. The payment 
of this additional tax in advance of an im- 
partial hearing on the merits by the court 
created at times an undue hardship on the 
taxpayer. In addition, the federal court 
judges, though impartial, were not as ex- 


Washington Tax Talk 


pert in tax matters as the trier of tax facts 
and tax law should be. 


It was with this as a background that 
Section 900 of the Revenue Act of 1924 
established the Board of Tax Appeals, the 
predecessor of the present Tax Court of 
the United States. Into each section of the 
authorizing statute, the authors inserted 
provisions to assure the accomplishment of 
the moving purpose—that in any hearing on 
the merits of an assessed deficiency, the 
government and the taxpayer should be on 
an equal footing. It was composed of seven 
members who were appointed by the Presi- 
dent from different sections of the country 
solely upon the basis of their qualifications 
for such a position, and was completely di- 
vorced from the Bureau. For the first two 
years the President could appoint up to 
twenty-eight members so that there would 
be facilities for handling any backlog of 
cases that might exist at the beginning. 
After the first two years were over, only 
seven members were to comprise the Board 
and they were to serve-terms, overlapping 
up to a maximum of ten years. 

Hearings were to be held in Washington 
and in various parts of the United States to 
which members would travel on circuit. 
This would save the taxpayer the time and 
expense of coming to Washington to pro- 
test the assessment of a deficiency. 

It was on July 16, 1924, that the first 
twelve members of the Board, appointed 
by President Coolidge while the Senate was 
in recess, met in Washington and organized. 
They elected a chairman, appointed a secre- 
tary, published rules and, by working stead- 
ily, were able to hear the first appeal on 
August 15 -of the same year. Such speed 
and diligence was a real tribute to their 
over-all ability. 


The Board of Tax Appeals as thus estab- 
lished was not a constitutional court either 
in name or in fact. On the contrary, as 
was stated by Acting Secretary of the Treas- 
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ury Winston at the time, it was “an inde- 
pendent agency in the executive branch of 
the government.” While it accepted ap- 
peals from taxpayers that were filed within 
a prescribed period of time, similar to courts, 
and adopted rules of practice and evidence 
that bore a close resemblance to constitu- 
tional courts, practically speaking, it was 
more of a highly specialized fact-finding 
body from the beginning. It was no more 
a necessary qualification of practitioners be- 
fore it than it was for its members that they 
be attorneys or members of the bar. In ad- 
dition, its rulings did not have the force of 
judgments at law. A taxpayer who was 
unsuccessful before the Board had the same 
rights afterwards that he had enjoyed prior 
to its creation. He could not appeal its 
rulings, but he could pay the tax and then 
bring suit in either the district court or the 
Court of Claims for a refund. In such a 


THE FIRST 
Charles D. Hamel 


subsequent action, the adjudication of the 
Board was prima facie evidence of the facts 
therein stated. Similarly, the Commissioner, 
unsuccessful before the Board, could, al- 
though he did not often do so, bring suit 
in the district court for the deficiency which 
he had claimed and which had been denied 


by the Board. Once again, in such a case, 
the finding of the Board was prima facie 
evidence of the facts therein stated. 
Subsequently, by statute, certain changes 
were adopted in the procedure under which 
the taxpayer proceeded before the Board, 
but because the prime moving factor in such 
adjustments was expedition of the Board’s 
affairs rather than in changing its essential 
characteristics they in no way affected the 
prerogative of the taxpayer to resort to the 
courts at any time in the same manner as 
he did before the Revenue Act of 1924 es- 
tablished the Board of Tax Appeals. 
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THE FORMER 
Bolon B. Turner 


For example, when the Revenue Act of 
1926 authorized the hearing of appeals from 
the Board by the United States Circuit 
Courts of Appeals, and advanced the num- 
ber of its members from seven to sixteen, 
permitted members to sit alone on circuit 
instead of in threes and fours and established 
the rules of evidence in force in the courts 
of equity in the District of Columbia as the 
official rules of evidence of the Board of 
Tax Appeals, Congress took nothing away 
from the taxpayer. If he didn’t want to go 
to the Board in the first place, and he pre- 
ferred to pay the tax and sue in the federal 
courts for a refund, he was at perfect lib- 
erty to do so. The rules that Congress 
enacted at this time were merely to expedite 
matters being carried through the Board by 
providing for holding more hearings and 
standardizing rules of evidence to aid the 
effective handling of appeals by the Circuit 


THE NEW 
John W. Kern 
f 


Courts as well as to spare the unsuccessful 
taxpayer the necessity of going into the 
courts from the very beginning. The fact 
that it brought into sharper relief the fact 
that nonattorneys who conducted cases be- 
fore the Board would not be able to handle 
them before the federal court was of no real 
consequence because, had the taxpayer ever 
previously desired to seek the relief afforded 
by the courts, he would have had to have an 
attorney. 

When in 1942, the Board of Tax Appeals 
became the Tax Court of the United States 
by statute, the law did no more than chahge 
the name of this agency. It was as little 
and as much a court as it was the minute 
before that statute became law. It con- 
tinued to operate like a court, look like a 
court, hand down decisions like a court and 
carry out many functions of a court, but it 
likewise continued to lack constitutional 
authority. 
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The decision of the United States Su- 
preme Court in the Dobson case in 1943 
modified the powers of review granted by 
the Revenue Act of 1926 when it limited the 
powers of review to clear-cut questions of 
law and excluded any review of the facts or 
of a law-fact nature. While it handed ad- 
vocates a delicate task of determining clear- 
cut questions of law, it left no doubt as to 
the status of the Tax Court as being the last 
word on tax appeals so far as the facts of 
the case were concerned. 

The net effect of the legislation and the 
litigation that has taken place since the 
Board was established in 1924 is to demon- 
strate the excellence with which this body 
has fulfilled the capacity for which it was 
designed by its creators. Where in the be- 
ginning its findings were merely prima facie 
evidence of the facts contained therein, the 
institution had so grown in stature by the 
time of the Dobson case that no reviewing 
court had the power to upset them. The 
fact that Congress saw fit to make its fadcili- 
ties available to more taxpayers and to speed 
up its hearing of cases without changing 
any of its essential characteristics affords 
additional testimony to the fact that the 
3oard as organized is doing its ordained 
task well. 

The Dobson rule fell under the dagger of 
the new Federal Judicial Code which be- 
came effective September 1, 1948, when that 
act, by amending Section 1141 (a) of the 
Internal Revenue Code, authorized the Cir- 
cuit Courts of Appeals and the United States 
Court of Appeals for the District of Colum- 
bia to review the decisions of the Tax 
Court to the same extent as they might 
review the decisions of the District Courts 
in civil actions tried without a jury. That 
move was seemingly made because of the 
difficulties encountered in enforcing the rule 
of the Dobson case, i. e., in determining just 
what was a “clear-cut” question of law. 
There was no objection otherwise, apparently, 
to permitting the Tax Court to be the final 
arbiter on pure questions of fact. 

What the future of the Tax Court is, is 
anyone’s guess. The principal criticism to 
which it has been subjected is the delay that 
takes place in the final adjudication of cases. 
Helpful legislation has already been enacted 
and before any substantial changes are 
made, it should be given careful considera- 
tion. The time element that is involved 
encompasses more than the mere processes 
within the confines of the Tax Court. It is 
hardly fair to assess that body with the 
blame when it is anything but dilatory in 
handling its calendar and disposes of each 
case with considerable dispatch. 


616 








In such a manner the Tax Court operates 
and progresses. Not organized as a judicial 
body, but,.in effect, carrying out a quasi- 
judicial function in exemplary fashion over 
a quarter century, it should make little dif- 
ference to court or tax expert whether it is 
a court, an administrative agency or just 
another Solomon. When intellectual theorists 
display an over-eagerness to quibble over 
the nature of this creation that has done 
exactly what it was designed to do, there 
should be an examination into the motives 
of the various protagonists. After all, it is 
as Shakespeare once said, “A rose by any 
other name would smell as sweet.” 


Surprise—A Tax Bill! 


Scheduled first for consideration by the 
House Ways and Means Committee on June 
8, is Doughton’s “Tax Administration” bill 
(H. R. 4965). The bill presents several im- 
portant new measures. One provision would 
standardize the time, method and payment 
of various miscellaneous taxes, in a manner 
resembling that presently employed in fed- 
eral income tax withholding. In any event, 
under one section of the proposed bill, the 
Commissioner will have the power to pre- 
scribe the periods for filing returns and 
paying such taxes, and depositaries of the 
United States are empowered to receive such 
funds. The affected group would include 
employment, admissions and dues, safe de- 
posit box, retailers’ excise, coconut and oils, 
transportation and communications, sugar, 
pistols and revolvers and manufacturers’ 
excise taxes. 

Representative Doughton paid further at- 
tention to the concept of standardization in 
another section of his bill when he proposed 
to remove the necessity of an oath in returns 
filed for corporations, fiduciaries and part- 
nerships as well-as in the case of estate and 
gift tax returns. He would substitute the 
mere declaration that the return was made 
under the penalties of perjury in the same 
manner as in the individual income tax return. 

These and several other technical pro- 
visions provide the essence of the proferred 
legislation. Another section deserves a 
slight nod. Those individuals who work for 
corporations and who make in excess of 
$75,000 a year, need not worry further about 
such unfavorable publicity as they receive 
from the Treasury Department’s annual an- 
nouncement should Mr. Doughton’s bill be- 
come law as it now stands. One section 
very plainly states that the section of the 
Internal Revenue Code calling for the re- 
porting of such information by corporations 
should be repealed. 
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Oil and Gas Operating Agreements 


By GEORGE E. RAY and OLIVER W. HAMMONDS—Attorneys, Dallas 


THE SCOPE 
AND APPLICATION OF I. T. 3930 


F WIDESPREAD INTEREST and 
great practical importance at present, 
as well as in the future, to the entire pro- 
ducing segment of the oil industry was the 
Treasury’s promulgation of I. T. 3930* last 
December. It is the purpose of this article 
to discuss briefly the scope and application 
of this ruling, and to consider what should 
be done about it by the parties affected.’ 
The express purpose of I. T. 3930 is to 
determine the status, for federal income tax 
purposes, of joint operating agreements com- 
monly entered into by co-owners of oil and 
gas properties or leaseholds. As referred to 
in tke I. T., such agreements are customarily 
entered into by the parties having the rights 





11948-2 CB 126. The effective date of the 
I. T. was extended to July 1, 1949, by I. T. 
3933, 1948-2 CB 130, and it was clarified at some 
length in I. T. 3948 [495 CCH { 6107]. Because 
of the ‘‘numerous inquiries’’ on the matter, 
I. T. 3948 was the subject of a special advance 
press release on April 5, 1949. 

2It is not our purpose here to consider the 
legal validity of this ruling. For a discussion 
of that kind, see Ray and Hammonds, ‘‘The 
Income Tax on Proceeds from the Sale of Oil 
Payments: The Validity of G. C. M. 24849,’’ 
25 Texas Law Review 121, and compare I. T. 
3895, 1948 CB-1 39, wherein G. C. M. 24849 was 
modified. 

3 As stated in I. T. 3930, such agreements 
contain the following typical features: 

(1) The costs of development and expenses of 
operation are to be prorated among the parties 
in accordance with their respective interests. 

(2) Division of the oil proceeds is usually 
accomplished by payment of the purchase price 
by the pipeline company or other purchaser 
directly to the several parties in accordance 
with their respective shares, as indicated by 
division orders signed by them. Generally, any 
party may take his share of the oil in kind. 
Where that right exists any authority given 
the operator to market the oil may be revoked 
upon proper notice. Sometimes, however, the 
operator is authorized without qualification to 
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to exploit a particular oil and gas property, 
several adjacent properties or all of the 
properties comprising an oil and gas field, 
for the purpose of facilitating the develop- 
ment and exploitation of the oil and gas 
property. Such agreements may be made 
between co-owners of a lease on a single 
tract of land or between persons separately 
owning exploitation rights on adjoining 
tracts in the same oil field. They are com- 
monly accepted and necessary vehicles for 
the development of oil and gas properties in 
which more than one party has an interest.* 

The effect of I. T. 3930 is to hold that an 
operating agreement of the kind covered 
therein is to be treated for federal income 





market the product. 

(3) The operator is required to carry ade- 
quate insurance and to make an accounting. 

(4) Operating agreements remain in force un- 
til the mineral is exhausted or, in the case of 
unit operating agreements, for the term of the 
lease or leases or renewals thereof. Sometimes 
an express provision is made for withdrawal of 
one of the parties by assignment of his rights 
to the others. ~ 

(5) The parties have voting power propor- 
tionate to their interests to choose and advise 
the operator (in cases in which only one lease 
is involved, broad powers are commonly vested 
in the operator named in the agreement), to 
change the operator, to determine drilling and 
operating plans, to audit and pass on the op- 
erator’s accounting and to pass on transactions 
for disposal of surplus equipment. 

(6) Any party may sell or encumber his en- 
tire interest, but may not subdivide or sell 
without giving the others preferential option. 
(In the case of agreements covering single 
leases, the contract may not contain express 
provisions to that effect.) 

(7) The liabilities of the parties are to be 
separate and not joint. 

Such an operating agreement might be in 
effect incorporated in the provisions of a lease 
covering jointly owned property or elsewhere, 

(Footnote 3 is continued on page 618.) 
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tax purposes as an “association” taxable as 
a corporation within the meaning of Section 
3793 (a)(3) of the Internal Revenue Code, 
rather than as a partnership, as had pre- 
viously been ruled under I. T. 2749* and 
I. T. 2785.° 


Further Clarification 


The purport and scope of the application 
of I. T. 3930 is most clearly set forth in 
I. T. 3948, which was designed to clarify 
I. T. 3930. It is there stated: 


“l. 2s gaa .. treats joint operating 
agreements commonly entered into between 
co-owners of oil and gas properties as creat- 
ing associations taxable as corporations 
under the Internal Revenue Code only if 
such agreements create organizations with 
a joint profit objective. That is, organiza- 
tions created by such agreements are con- 
sidered corporations if some person or per- 
sons are irrevocably authorized to act in a 
representative capacity for a fixed or deter- 
minable period of time to sell the production 
from the joint operation for the joint ac- 
count of two or more of the co-owners. 
Thus, the test of an association in such cases 
is therefore essentially organizational, de- 
pending upon the existence of collective irrevo- 
cable representative capacity which, arising 
from the irrevocable vesting of authority in 
one representative (including cases where 
such representative capacity is vested jointly 
in more than one person) to market the oil 
and gas produced from the jointly operated 
properties for two or more co-owners, marks 
an organization with a joint profit objective.” 


Thus, it is stated that the association status 
“turns upon the.existence of such collective 
irrevocable representative capacity,” and that 
where such capacity exists, classification as 
an association and taxation as a corporation 
may be avoided “only if such capacity is 





(Footnote 3 continued.) 
or might not be reduced to writing at all; but 
wherever found it would be subject to analysis 
in the light of the rules prescribed in I. T. 
3930. Where, for instance, the provisions of a 
lease give one of two joint owners an irrev- 
ocable call on and right to the oil produced 
thereunder, it would be necessary for the lease, 
and any operating agreement executed in the 
event oil was discovered, to be modified in ac- 
cordance with the rules prescribed in I. T: 3930. 
Prior to the development of oil, of course, the 
problem would be academic; nevertheless, it 
might be highly desirable for the co-owners to 
anticipate the later problem and arrive at a 
satisfactory understanding with respect to mak- 
ing the necessary modification in the lease and 
operating agreement in the event of the later 
discovery of oil. 

4 XIII-1 CB 99 (1934). 

5 XIII-1 CB 96 (1934). 


withdrawn prior to the first day of a taxable 
year beginning on or after July 1, 1949,” 


I. T. 3948 further clarifies the existence of 
a “collective irrevocable representative ca- 
pacity” as follows: 


(a) The fact that one or more co-owners, 
each of whom has reserved the right to take 
his share of the production in kind, or to 
direct its sale, contract through the same 
instrument with one purchaser or optionee 
to sell or grant an option to buy all or any 
fractional part of their respective shares, 
will not be considered to constitute the in- 
voking of a “representative capacity,” be- 
cause each owner has “exercised his own 
business discretion” in so contracting. 


(b) Likewise, a co-owner may irrevocably 
authorize a person or persons, other than 
another co-owner, to sell his individual share 
of the production or to grant options with 
respect thereto without creating a “repre- 
sentative capacity,” because this also is 
deemed the equivalent of the exercise of his 
awn business discretion by the co-owner in- 
dividually. However, if the same representa- 
tive acts for more than one co-owner, including 
himself, then, unless such authorization is 
revocable at will, it will be considered as a 
collective irrevocable “representative capacity.” 


(c) Where discretionary authority termin- 
able at will is granted to a person represent- 
ing two or more co-owners to enter into 
contracts committing the principals for such 
“reasonable periods of time as are consistent 
with the minimum needs of the industry 
under the circumstances,” but not to exceed 
one year, this will not be considered as creat- 
ing an “irrevocable representative capacity.” 


Thus, the taxable concept is clearly and 
consistently spelled out for all parties con- 
cerned. Stated succinctly, the rule is that 
two or more co-owners of oil and gas prop- 
erties cannot irrevocably appoint the same 
person or one another as their agent for a 
fixed or determinable period of time to sell 
or market for their joint account the oil and 
gas produced from their jointly owned prop- 
erties without subjecting such relationship 
to treatment for federal income tax purposes 
as an association taxable as a corporation. 


Modification of Instruments 


I. T. 3933 modifies I. T. 3930 to permit 
amendment, prior to July 1, 1949, of those 
operating agreements which fall within the 
rule announced in I. T. 3930, in order to 
remove them from under that ruling and to 
avoid classification as an association taxable 
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as a corporation. It is further stated that 
I. T. 3930 will be applied “only to taxable 
years beginning on or after July 1, 1949.” 
The purport and intent of this modification 
is that those operating agreements which, 
as now drafted, fall within the rule of I. T.. 
3930, and which heretofore have been classed 
for tax purposes as partnerships under I. T. 
2749 and required to file partnership returns 
under I. T. 2785, must, if their taxable year 
begins on July 1, 1949, have such agreements 
properly amended by that date or be taxed 
as corporations. If their taxable year is now 
reported for a period beginning after July 
1, 1949, or is not reported at all (in which 
event the taxpayers will be automatically 
treated as being on a calendar year basis), 
then the parties have until the beginning of 
that taxable year to modify their agreements 
without being classified as a corporation. 


Two things are apparent from the fore- 
going: (1) that any operating agreement 
hereafter entered into for a taxable year 
beginning on or after July 1, 1949, should be 
drafted so as to avoid taxation of the op- 
eration as a corporation under I. T. 3930; 
and (2) that any operating agreement here- 
tofore entered into which falls within -the 
scope of I. T. 3930 should be amended within 
the time prescribed under I. T. 3933 in order 
to avoid taxation as a corporation, It is 
obvious that failure to remove such operat- 
ing agreements from the application of I. T. 
3930 will result in the burdensome double 
income tax and other surtax burdens im- 
posed upon corporations, which burdens are 
not applicable in the event such agreements 
are classified for tax purposes as partnerships.*® 


The desirability of removing existing and 
future operating agreements from the scope 
of I. T. 3930 is readily apparent, the impor- 
tant consideration being how to go about it. 
As for those agreements executed after the 
promulgation of I. T. 3930, the problem is 
merely one of draftsmanship in light of an 
understanding of the scope of the rule. As 
for those agreements drafted before the issu- 
ance of I. T. 3930, the problem is first to 
determine whether they fall within the rule, 
and, if they do (as most of them will), then 
to amend them so as to remove them from 
the area of application of the rule. To do 
this properly, all provisions of each indi- 
vidual agreement must be separately ana- 
lyzed and each provision which conflicts 





6 For a general comparison and analysis of 
the income tax advantages involved in classifi- 
cation as a partnership as opposed to a cor- 
poration, see Ray and Hammonds, ‘‘Corporation 
or Partnership: Federal Income Tax Aspects,”’ 
27 Texas Law Review 469 (1949). 
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with the rule of I. T. 3930 must be properly 
amended. This can be done by a separate 
amending instrument for the particular 
agreement, as distinguished from the revi- 
sion of the entire instrument; but the amend- 
ments must be directed in general terms or 
by reference to specific clauses, and may not 
and should not be couched in terms of com- 
plying with the requirements of I. T. 3930 
as such. In case of doubt as to the suff- 
ciency of the amendment, it may be possible 
to secure a specific ruling from the Bureau 
of Internal Revenue, as has been done in 
certain instances. The Bureau, however, is 
not encouraging the submission of requests 
for such rulings. It is not clear as to how 
the Treasury would treat an agreement in- 
volving two parties and subject to the rule 
of I. T. 3930 where one party wished to 
amend the agreement to avoid corporate 
status and the other did not wish to do so. 
Presumably, the Treasury would treat the 
agreement as creating an association until 
otherwise modified by the parties, and leave 
to the parties themselves the problem of 
resolving by court proceedings or otherwise 
responsibility for the tax consequences of 
their action. 


So much for the famous I. T, 3930. Its 
immediate effect is to impose a very respon- 
sible job upon the informed and qualified 
draftsman. Its long-range consequence is to 
reverse the Treasury practice of fifteen 
years, broaden the coverage of Section 3797 
(a)(3) by administrative ruling’ and raise 
the question, “Where do we go from here?” 


Future Implications 


While I. T. 3930 specifically points out 
that its application is limited to organiza- 
tions created by joint operating agreements 
and does not relate to other forms of group 
organization,® it seems probable that it may 
be only a matter of time until the Treasury 
extends the ruling to cover other joint under- 





7 Quaere whether, as a matter of policy, and 
in keeping with the spirit, if not the letter, of 
the Administrative Procedure Act (5 USCA, 
Sections 1001-1011), the Treasury would not have 
been well advised to hold hearings on such an 
important ruling, especially as it had appar- 
ently been under consideration by the Treasury 
over a number of years. 

8 The limitation of I. T. 3930, by its terms, to 
organizations created by joint operating agree- 
ments was evidently for the purpose of avoid- 
ing any disturbance in the case of organizations 
which have for a long time been treated as asso- 
ciations taxable as corporations. For example, 
those ventures created by an owner who sells 
participating interests in his properties, reserv- 
ing the operating, processing and marketing 
function to himself, have for a considerable time 
(Footnote 8 is continued on page 620.) 
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takings handled through an irrevocable 
agent or limited partner, such as are com- 
monly employed for the initial exploration 
for and development of oil and gas and 
other minerals, and then further extends the 
application of the principle to related under- 
takings in other industries.’ 

Such a wholesale extension, it is sub- 
mitted, would be unfortunate, in that it 
would discourage much business expansion 
conducted through joint ventures. That 
would be contrary to the President’s stated 





(Footnote 8 continued.) 
been taxed as associations. Viewed in this 
light, the I, T. would now extend the same rule 
to include the cases covered therein, which cases 
have previously been excepted. In redrafting 
or revising agreements to conform to the I. T., 
this fact should be borne in mind. 

®In this connection, see the recent decision 
of Herman et ux. v. U. 8. [49-1 ustc { 9214] 


policy of helping the “little man,” and would 
discourage the development. of individual 
initiative of the kind that has marked the 
wildcatting development of the vital petro- 
leum industry, without which development 
the petroleum reserves of this country would 


‘be much less than they are today. To- that 


extent, the policy would lessen our capacity 
for national defense, and would therefore 
clearly be contrary to our best national 
interests. [The End] 





81 F. Supp. 963 (DC Mo., 1949), in which it 
was held that where two individuals contributed 
money to finance a liquor store venture, the 
business of which was actively carried on by 
a third party as agent and in which the only 
interest the other parties had was in a per- 
centage of the profits, the joint venture con- 
stituted an association taxable as a corporation 
for federal income tax purposes. 


SUPREME COURT ACTION ON TAX ISSUES 


A District Court can enter neither a declaratory judgment in a 
case involving a tax issue nor any other judgment ordering a refund 
of taxes merely upon the basis of the taxpayer’s general prayer. See 
Noland v. Westover. Certiorari denied. 


Where the issuer of bonds repurchases them at less than their 
face value, regardless of whether or not it is for purposes of retirement, 
it realizes income in an amount equal to the difference between the 
face value and the repurchase price of the bonds. See Pittsburgh & 


West Virginia Railway Company v. Commissioner. 


Certiorari denied. 


A taxpayer operating upon an inventory basis with respect to 
bonds purchased for purposes of resale to customers, may not call 
the profits made on the sale of these bonds recoveries of bad debts, 
where it had written down the bonds in loss years. Write-downs of 
bonds by such a taxpayer using the inventory method of accounting 
do not constitute bad debts. See Union Trust Company of Indianapolis 


v. U. S. Certiorari denied. 


A Taxpayer has no claim against the United States because 
revenues are being used for purposes unauthorized by the United 


States Constitution. 


See Whetstone v. U. S. Certiorari denied. 


However, the United States has granted certiorari in a case where 
the United States Court of Appeals for the Seventh Circuit had held 
that it was proper to apply the federal admissions tax to the charges 
collected by a municipal park district from the users of its beaches 


and beach facilities. 


The Court said further that the imposition of 


such a tax did not constitute an unconstitutional interference with an 


essential local governmental function. 


v. Campbell. 


See Wilmette Park District 


SE 
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By VICTOR R. WOLDER 


DISCLOSURE TO COUNSEL 








Is ‘advice of counsel’’ 
a defense against a penalty? 


i few TAX LAWS provide various penal- 
ties, among which are penalties for 
fraud, negligence and failure to file a tax 
return. The fraud penalty is a fifty per 
cent penalty for fraud “with intent to evade 
tax.” The penalty for failure to file a timely 
return is twenty-five per cent, provided 
that the failure to file is not “due to rea- 
sonable cause and not due to willful 
neglect.” The negligence penalty is five 
per cent if any portion of a deficiency is 
due to “negligence or intentional disregard 
of rules and regulations but without in- 
tent to defraud.” 


The Tax Court has recognized that it 
is proper for taxpayers to employ and rely 
upon those whom they believe to be compe- 
tent to prepare their tax returns (J. B. 
Arnold [CCH Dec. 4712], 14 BTA 954, ap- 
peal dismissed [1930 CCH 9015], 38 F. 
(2d) 1011; William E. Mitchell [CCH Dec. 
10,799], 40 BTA 424, rev’d and remanded 
[41-1 ustc § 9317], 118 F. (2d) 308.) 
Further, the “Treasury Department has long 
given sanction to the practice of taxpayers 
in enlisting the aid of accountants and 
attorneys in the preparation of their tax 
returns.” (Hatfried, Inc. v. Commissioner 
[47-1 ustc J 9294], 162 F. (2d) 628.) 

Whether a taxpayer has to pay a penalty 
for negligent fraud or for mere failure to 
file a tax return on time often depends on 
what the taxpayer has disclosed to counsel. 
Whether a taxpayer acts in good faith or 
is willfully violating the law likewise is 
often based on what he discloses to counsel. 
That the advice of counsel is wrong is 


Disclosure to Counsel 


Mr. Wolder, a New York City attorney, has been a frequent contributor 
to this magazine. Recently he addressed the Silver Anniversary 
Meeting of the Accountants Association of New York 


not the controlling factor; if the counsel 
is wrong in his advice because he has mis- 
taken the law or has incorrectly applied 
the law to the facts at hand, the taxpayer 
is generally protected from the imposition 
of a penalty. There is a limitation on this, 
however: First, the counsel must act in 
good faith. Second, the taxpayer must act 
in good faith. Third, the counsel must 
be reasonably competent. Fourth, the tax- 
payer must make sufficient disclosure of 
the facts to permit counsel to judge fairly 
the problem at hand. Fifth, the solution 
of the problem must be fairly within the 
scope of the matter upon which the counsel 
is giving advice or rendering an opinion. 

Let us proceed to review some cases 
touching on this matter. 


Failure to File Return 


In Hermax Company, Inc. [CCH Dec. 
16,605], 11 TC 442, the taxpayer filed its 
corporate income tax returns for the years 
1943, 1944 and 1945. In 1947, it filed de- 
linquent personal holding company returns 
for these years. The taxpayer was a real 
estate company. Its returns showed that 
its income came entirely from rent. For 
many years, the company had employed 
X, an accountant. X was a university gradu- 
ate of some twenty-seven years, had held 
a Treasury card since 1935, and had worked 
as an accountant since 1918. At the time 
the taxpayer was formed, X met with the 
attorney for the corporation and its pro- 





















spective stockholder, and was asked whether 
there was any reason why the corporation 
should not be formed. He answered that 
there was none. He was not asked at that 
time or later whether the taxpayer was 
a personal holding company. About this 
time, X, on his own initiative, consulted 
one Y, who X said was the tax man in his 
accounting firm. Y gave the wrong answer 
as to whether the taxpayer was a personal 
holding company, and X relied on Y’s 
opinion. Nothing in the record showed 
that Y was an expert in tax law. The 
Tax Court found for the Commissioner, 
and imposed the tax for filing a delinquent 
return. The court made the following points: 


(1) The good faith of the taxpayer and 
its officers was not questioned. 


(2) The sole question was whether the 
failure to file a timely personal holding 
company return was “due to reasonable 
cause.” 


(3) In determining this question, inquiry 
was made as to whether the taxpayer had 
exercised ordinary business care and pru- 
dence in connection with its returns. 


(4) If the guiding officer of a corporate 
taxpayer is an intelligent businessman un- 
familiar with the tax laws, he is duty 
bound to make reasonable inquiry into the 
tax laws, and to rely only on qualified 
persons, 


(5) The taxpayer’s accountant, X, was not 
an expert in federal tax law. 


(6) There was no proof that Y, the 
accountant’s associate, was such an expert. 


(7) There was no proof as to why X 
believed Y to be an expert. 


(8) Holding a Treasury card does not 
make an accountant an expert. 


(9) The fact that a person is a certified 
accountant does not necessarily make that 
person an expert on tax law. 


(10) The fact that the revenue agent, 
when examining the 1943 return, did not 
suggest that a personal holding company 
existed did not help the taxpayer because 
the face of the return did not contain 
sufficient facts from which a determination 
could be made. 


(11) Ignorance of the law is not an 
excuse or a reasonable cause for not filing 
a proper return. 


“In the instant case,” the court said, 
“the president of petitioner corporation, 
although an intelligent businessman, turned 
over the tax affairs of.the corporation, in- 





cluding the preparation of its federal tax 
return, to a public accountant who had 
been primarily employed to set up and keep 
the books of petitioner’s stockholders, and 
who was not an expert in federal tax laws. 
No officer of petitioner had any reason 
to believe that the accountant was such 
an expert. In the tax returns prepared by 
him for petitioner, the question was directly 
asked, ‘Is the corporation a personal hold- 
ing company within the meaning of Sec- 
tion 501 of the Internal Revenue Code?’ 
The answer given in the return was ‘No.’ 
These returns were signed by petitioner’s 
president. No officer of petitioner ever 
considered this question, or consulted in 
regard to it with the accountant or anyone 
else. The accountant, without consulting 
with any officer of the corporation or any 
trained counsel, decided that petitioner was 
not a personal holding company and pre- 
pared no personal holding company returns 
for filing within the time prescribed by law. 
In the federal tax returns filed by petitioner 
facts were not disclosed by which the per- 
sonal holding company status of petitioner 
could be established. Under such circum- 
stances we are unable to conclude that 
the failure to file such a return is due to 
reasonable cause. Nor are we able to con- 
clude that petitioner’s officers, under the 
circumstances above described, acted with 


, 


‘ordinary care and prudence’. 


In Orient Investment & Finance Com- 
pany, Inc. [48-1 ustc J 9162], 166 F. (2d) 
601, decided earlier than the Herma, case, 
the Court of Appeals for the District of 
Columbia pointed out the following: 


(1) That two of the three accountants 
who handled the books and returns of the 
taxpayer were certified public accountants. 


(2) That they did not consider or dis- 
cuss the matter of filing personal holding 
company returns at any time. 


(3) That the matter was never brought 
to the attention of the principal party in 
interest in the corporation, who, being a 
man of little education, did not understand 
the requirements of the tax laws and relied 
completely on the accountants. 


(4) That the accountants had before them 
at all times “all of the records of both 
companies as to stock ownership as well 
as sources of income. No information was 
ever withheld from them by Burman or 
any other officer or stockholder.” 


In holding that there was a reasonable 
cause for not filing a timely personal holding 
company return, the court said: 
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“There are other equally vital considera- 
tions, and that this is true is persuasively 
shown by the fact, to which we have al- 
ready adverted, that Commissioner’s own 
agent, on examining the books, accounts 
and records of petitioners in 1941 and in 
making his report, not only found no reason 
for personal holding company returns, but 
did find an overpayment of taxes, on the 
theory that petitioners were chargeable only 
on the ordinary income tax return by cor- 
porations. Certainly there was nothing in 
this to put petitioners or petitioners’ ac- 
countants on notice that a personal hold- 
ing company return was required. On the 
contrary, they were lulled into believing 
that everything was in order. Accordingly 
we have here a case in which neither the 
president of the two corporations, nor his 
wife and daughter, who were the only other 
stockholders, had any knowledge or were 
capable of receiving any knowledge on the 
subject of the form of income tax returns 
to be filed, and consequently a case in 
which petitioners placed those matters in 
the hands of certified accountants whose 
expert knowledge was universally considered 
sufficient to fit them to do all that peti- 
tioners were required to do to comply with 
the tax laws. Clearly, there is nothing 
in this to condemn petitioners. On the 
contrary, it was all they could do.” 


No penalty was imposed by the Third 
Circuit Court of Appeals in the case of 
Hatfried, Inc., supra, for the reason that 
the corporation’s Form 1120 itself “clearly 
and unmistakably evidenced two things: 
(1) disclosure of all the facts by return, 
and (2) disclosure by the accountant to 
the Government of all these facts.” The 
return itself disclosed that 100 per cent 
of the taxpayer’s income was derived from 
rental on its sole property, which was leased 
to its 100 per cent stockholder. The 
court said: 


“The tax return was prepared by a certi- 
fied public accountant who was taxpayer’s 
regular accountant, who personally took 
care of the taxpayer’s records and who was 
advised by the taxpayer of all the facts 
and circumstances. 


“Tt is inherent in the fact that the dc- 
countant prepared the return that he 
advised the taxpayer of the latter’s tax 
liability. The conclusion is inescapable 
that when the taxpayer (acting through 
the accountant who prepared the return) 
answered ‘No’ to the question in the return 
as to whether it was a personal holding 


Disclosure to Counsel 


company return, it did so on the advice 
of the accountant.” 


The following principles were pointed 
out in the case: 


(1) “The Treasury Department has long 
given sanction to the practice of taxpayers 
in enlisting the aid of accountants and 
attorneys in the preparation of their tax 
returns.” 


(2) The factual question must be resolved 
as to whether the taxpayer’s failure to file 
the return was based on the advice of his 
qualified accountant, or was the taxpayer’s 
own responsibility. 


(3) There is no longer a mandatory re- 
quirement that a penalty be imposed for 
failure to file a return. Such a penalty 
is to be imposed “unless it is shown that 
such failure is due to reasonable cause and 
not due to willful neglect.” 


(4) “All questions in doubt must be re- 
solved in favor of those from whom the 
penalty is sought.” 


(5) No penalty was to be imposed, and 
“there was ‘reasonable cause’ where the tax- 
payer [after full disclosure of the facts] 
relied on its tax advisor’s erroneous opinion 
as to the law.” 


(6) “It is not the purpose of the law 
to personalize frank difference of opinion 
or innocent errors made despite the exercise 
of reasonable care.” 


(7) The accountants, for consideration of 
the applicable section of the law, were not 
to be deemed the “fiscal agents” of the 
taxpayer so as to impute to the taxpayer 
the neglect or error on their part to ex- 
amine fully and determine the applicable law. 


Revenue Agent's Mistake 


The case of Hugh Smith, Inc. [CCH 
Dec. 15,690], 8 TC 660, presented an extra- 
ordinary problem involving penalty for 
failure to file personal holding company 
returns for the years 1934 through 1942. 
The regular income tax returns fully dis- 
closed that all of the taxpayer’s stock was 
closely held by one person, and that its 
income was from royalties. These returns, 
as filed from 1931 to 1940, revealed no 
net taxable income excépt the 1934 return, 
which had been examined at that time by 
a revenue agent who assessed a small de- 
ficiency but did not state that a personal 
holding company return shoukd be filed. 
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The court said that the revenue agent “was 
thus appraised” of all of the facts. Further, 
as “the agent, presumably an expert, obvi- 
ously [held] the view that no cause what- 
soever existed for holding petitioner liable, 
‘ it would seem that petitioner would 
be justified in holding the same view and 
that, consequently, it had reasonable cause.” 


Misinformed Accountant 


In Tarbox Corporation [CCH Dec. 
14,920], 6 TC 35, the Tax Court, in imposing 
a penalty, said: 


“In support of its contention that there 
was [reasonable cause] petitioner relies 
upon the fact that its president and sole 
stockholder first consulted his attorney and 
then engaged an accountant to prepare peti- 
tioner’s tax return, and he acted in complete 
reliance upon them. 


« | this is not a case where petitioner’s 
status as a personal holding company was 
in substantial doubt and its: officers, after 
consideration of all relevant factors, and 
after consulting and discussing the matter 
with counsel, came to the conclusion, 
based upon the reasonable grounds, that 
the corporation was not a personal holding 
company. 


“On the contrary, the question was 
apparently not even considered by peti- 
tioner’s president or his attorney. The 
president was not ‘aware of any peculiar 
classification to which this corporation be- 
longed’. So far as we know, the accountant 
did not consider the question either, except 
for the fact that question No. 7 on the 
return was answered in the negative. At 
any rate, he did not discuss the matter 
with [petitioner’s president] and the attor- 
ney. Whether sufficient information was 
made available to the accountant to enable 
him to come to an intelligent conclusion 
about the personal holding company status 
we do not know. The evidence shows that 
at the time of filing the first corporation 
return, he was ‘briefly informed with refer- 
ence to the corporate structure’, but it was 
stated on the return that no individual at 
any time during the taxable year owned 
more than fifty per cent of the voting stock 
of petitioner. Certainly, that was not the 
fact, for [petitioner’s president] owned all 
the stock.” 


Reliance on Attorney's Advice 


In Manhattan Soap Company [CCH Dec. 
13,825(M)], 3 TCM 257, the Commissioner 
endeavored to impose a five per cent negli- 
gence penalty for “intentional disregard of 
rules and regulations”: 


“In 1939 the petitioner’s officers and 
accountant consulted its tax con- 
sultant, and upon his advice took 
the deduction of $110,000 for depreciation 
on the company’s income tax return for 
that year. The purpose of the repeated 
conferences with the tax counsel was to 
ascertain what tax benefit the company 
could obtain from prior year depreciation 
deductions from which it had derived no 
taxable benefit. The company’s officers 
were familiar with the case of Pittsburgh 
Brewing Co. [39-2 ustc $9759]. . . . This 
case was discussed with the company’s tax 
counsel and was believed to apply to the 
company’s situation. . We find nothing 
in the record justifying the imposition of 
a five per cent penalty for negligence, as 
argued by the respondent in his brief, or 
for ‘intentional disregard of rules and regu- 
lations’, as stated in his notice of deficiency. 
The possibility of the allowance of the 
claimed depreciation of $110,000, in whole 
or in part, existed until the decision of 
the Supreme Court in the Virginia Hotel 
Corporation case [43-1 ustc J 9469]. In the 
Pittsburgh Brewing Co. case, familiar to the 
company and its counsel, the decision of 
the Circuit Court of Appeals for the Third 
Circuit, in which the company filed its 
income tax for 1939, might well have 
afforded the company the hope, if not the 
belief, that it could utilize in the current 
vear the amounts of depreciation of which 
it had not received a tax benefit in prior 
years. The petitioner consulted its tax 
counsel, who advised the course pursued, 
and the company indicated on its tax return 
the basis of the deduction. There is 
nothing to impute bad faith to the tax- 
payer, nor to. charge it with an attempt 
to evade the payment of its proper income 
taxes. The imposition of the penalty is 
not approved.” 


Controversial and Economic 
Question 


In Briggs-Weaver Machinery Combany 
[CCH Dec. 4773], 14 BTA 1351, the Board 
of Tax Appeals overruled a negligence 
penalty claimed by the Commissioner. There 
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was a question of the inclusion of certain 
expenditures in the taxpayer’s capital ac- 
count. The tax return filed by the tax- 
payer was prepared by a senior member 
of a firm of public accountants employed 
by the taxpayer. The expenditures were 
discussed by the officers of the petitioner 
and an auditor in the employ of the public 
accountants. The public accountants recom- 
mended to the petitioner that the expendi- 
tures should be charged off to profit and 
loss and that a deduction should be claimed in 
the return. The Board of Tax Appeals said: 


“If after giving effect to. the revisions 
of income and invested capital authorized 
in this opinion there remains a deficiency 
it will be attributable to the adjustment 
of capital expenditures disallowed, not at 
issue here, but shown by the testimony 
of the public accountant employed by the 
petitioner to have been largely a question 
of a controversial and economic nature in 
which the opinion of the public accountant 
was followed by the petitioner. In view 
of the evidence, we do not believe that 
the petitioner is liable for the negligence 
penalty.” 


Genesee Valley Gas Company, Inc. [CCH 
Dec. 16,539], 11 TC 184, is a very interest- 
ing case. The corporation was organized 
in 1926. It was a holding corporation, 
reorganized under Section 77B of the 
Bankruptcy Act. The result of the reor- 
ganization was to wipe out all of the then 
stockholders of the corporation. New stock 
was issued to the former creditors of the 
corporation, and more than fifty per cent 
of this new stock became vested in five 
shareholders. The corporation should Have 
filed personal holding company returns, but 
asserted that it was not a personal holding 
company and did not file them. It pre- 
pared its own tax returns, and submitted 
its 1939 returns to a member of a law 
firm, with the result that it made some 
adjustments on its tax liability. It did not 
ask its tax counsel whether it was a per- 
sonal holding company. The president of 
the company testified that he did not know 
the company was subjected to the personal 
holding company law; that he did not 
realize the type of company had changed 
by reason of the reorganization; that al- 
though the facts were known to two differ- 
ent firms of attorneys and to the accountant 
for the company, the question was given no 
consideration by any of them. The Tax 
Court held against the taxpayer, and said: 


(a) “The evidence does not disclose that 
this firm of attorneys, or any member of 
it, knew that more than fifty per cent of 
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the outstanding new capital stock of peti- 
tioner was held by not more than five 
shareholders.” 


(b) “The testimony also shows that 
another firm of attorneys had been previously 
employed in a special case involving tax 
questions A member of such firm 
was employed to check and revise its 
draft of the income tax return for 1939, 
which draft so submitted for examination 
contained the answer ‘no’ to the question 
whether petitioner was a personal holding 
company. It does appear from the evidence 
that the draft of the income tax return 
in question contained data which would 
advise the examining attorney that tax- 
payer was a personal holding company.” 

(c) “It does not appear from the evi- 
dence that the accountant knew that more 
than fifty per cent of the capital stock 
of petitioner was held by not more than 
five shareholders.” 


Fraud 


Mertens, in his Law of Federal Income 
Taxation (Section 55.26), says “A taxpayer 
cannot escape the responsibility for penal- 
ties by shifting the blame to officers and 
agents, nor does the principal’s responsibility 
lapse with the agent’s death. A taxpayer 
may not escape liability for penalties on 
the theory that he was busy and had dele- 
gated the work of preparing a return. 
Ignorance of any accountant as to a plain 
statute has been held not enough to relieve 
a taxpayer of the negligence penalty. And 
yet the fact that a taxpayer leaves the 
preparation of his return to others some- 
times influences the courts, particularly 
where other circumstances may be 
said to justify the taxpayer in leaving the 
preparation of his return to others.” Fur- 
ther (Section 55.27), “It may be stated 
generally that a taxpayer who acts upon 
the advice of reputable counsel is not to be 
considered guilty of fraud, but if 
advice of counsel is relied upon by taxpayer, 
the advice must be on the point involved 
and not on some extraneous point, and the 
taxpayer must turn over to counsel full 
information.” 


Information Withheld from Attorney 


In E. M. Green et ux. [CCH Dec. 3756], 
11 BTA 278, the Commissioner sought to 
impose a fifty per cent fraud penalty. 

“The petitioner Green had no records 
except his bank book and deposit books to 
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deliver to his counsel upon which to base 
the return, but orally advised him with re- 
spect to deductions which he claimed and 
other transactions. 


“The testimony relating thereto, how- 
ever, is so indefinite and uncertain that 
we are unable to determine therefrom 
that the Commissioner’s determinations are 
erroneous. 


“It appears, however, that Green did not 
turn over to his counsel complete informa- 
tion with respect to his income in that he 
omitted to furnish him information as to 
his deposits and other facts which 
indicate to our mind that a part of the 
deficiencies . . . was due to fraud.” 


In Lows Ginsburg [CCH Dec. 4345], 13 
BTA 417, the Commissioner imposed a fifty 
per cent penalty on the ground that the 
petitioner’s return was false and fraudulent 


with intent to evade tax. The Board of 
Tax Appeals upheld the penalty: 


“One of the defenses of petitioner to 
the assertion of fraud«is that he secured 
and acted on the advice of counsel in pre- 
paring his 1919 return. Whatever may be 
the consequence of advice of counsel under 
some circumstances, it can have no ex- 
tenuating effect here, for it is quite clear 
from both the testimony of petitioner and 
of the attorney whose advice he had that 
the facts set before the attorney were not 
those upon which the respondent has predi- 
cated the additional tax here involved. .. . 


“It does not appear that the petitioner 
sought advice on the question of the 
taxability of his distributive share of the 
partnership income and, of course, advice 
given on another question is of no avail 
as a refuge from the consequence of his 
failure to report such income.” [The End] 


TAX ON A STATE OF MIND 


Would you think something as elusive as a state of mind could 


be material enough to serve as a basis for tax liability? This ques- 
tion serves as the subject of an interesting article appearing in the 
March, 1949 issue of the Harvard Business Review. The author, 
Arthur A. Ballantine, states: 


“One might suppose that anything as 
elusive as a state of mind would not be 
utilized as the basis for anything as practi- 
cal as tax liability. Yet the government’s 
tendency to resort to a psychological base 
in taxation seems to be on the increase, 
and that tendency requires consideration. 
It affects businessmen, for example, in 
questions of property transferred “in con- 
templation of: death,” in questions of accu- 
mulation of earnings “to prevent surtax,” 
and in certain matters of corporate re- 
organizations. 


“A very important instance of the use of 
a psychological test as a basis of tax lia- 
bility is presented by the provisions of the 
federal income tax levying a penal tax upon 
corporate earnings accumulated “for the 
purpose of preventing the imposition of the 
surtax” on shareholders. 


“The psychological test in the contempla- 
tion-of-death and accumulation-of-earnings 
cases was placed in the statute by Con- 
gress. In dealing with the provisions of 
the statute relating to corporate reorganiza- 
tions, the courts themselves have intro- 
duced a psychological test of exemption 
not set forth in the law. That test has 
resulted in confusion and frustration. 


“Admittedly, there might be advantages 
in a psychological test for various kinds of 
tax liability—if it could be practicable and 
clear. But by the very nature of things, 
it cannot be so. The Treasury, the tax- 
payer, the worker, will all be helped if we 
get away from founding part of the tax 
house on the sands of psychology and try 
to found it all on the rocks of objectivity.” 
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PURCHASE AND SALE 


OF A CORPORATE BUSINESS 


By DAVID STOCK 
Attorney 
New York City 





OF ALL THE UNCERTAINTIES REGARDING SUCH A TRANSACTION, 
THOSE CONCERNING FEDERAL TAXES ARE THE MOST CLOUDED 


= IS PROBABLY safe to say that no 
type of transaction has a greater variety 
of tax consequences, immediate and deferred, 
or presents more available tax alternatives, 
than the purchase and sale of a business. 
Usually the method of effecting the sale 
which presents tax advantages to one of 
the parties involves disadvantages for the 
other party, although there may be a sub- 
stantial area susceptible of mutually satis- 
factory treatment if the possibilities are 
recognized. 


The professional adviser who is not rea- 
sonably aware of the basic tax implications 
for his client in the particular form in 
which the transaction is negotiated is likely 
to find that the deal which looked so 
satisfactory has produced some unexpected 
and costly tax results for his client—with 
corresponding tax advantages to the other 
party—without his client’s receiving any 
consideration therefor in the negotiated 
price or terms. On the other hand, the 
adviser who understands the tax conse- 
quences to the respective parties inherent 
in the application of alternative methods 
to the particular mosaic of facts and con- 
siderations is equipped at least to protect 
his client in the area where the interests 
of the parties are opposed tax-wise. If 
he is sufficiently understanding and re- 
sourceful, he may even be able to recognize 
and suggest a treatment of one or more 
aspects of the transaction which will have 
advantages to the other party without dis- 
advantages to his client, with a consequent 
better price for his client. 


It is the purpose of this article to out- 
line the principal considerations and prob- 
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lems involved in this subject and to refer 
to many of the interesting details and 
possibilities. This article is in no sense 
intended as an exhaustive presentation of 
the subject as a whole, or as an intensive 
or fully documented treatment of any of 
its aspects. While the subject matter is 
restricted to the purchase and sale of a 
corporate business, it will be readily appa- 
rent that many of the considerations apply 
as well to the sale of a business owned by 
a sole proprietor or partnership. 


Basic Question 


The basic question for each of the parties 
is whether to sell or buy the stock of the 
corporation or its assets. (For convenience, 
the corporation whose stock or assets are 
being sold will frequently be referred to as 
Corporation S.) The resolution of this 
question almost always will entail advan- 
tages for one of the parties and disadvan- 
tages for the other, and these should be 
taken into consideration in the negotiation 
of the purchase price and terms of the 
transaction. While some of these conflict- 
ing considerations should be obvious, others, 
perhaps of greater import, may not be so 
readily evident. 


In these days of high replacement costs, 
old equipment and buildings which are 
considerably depreciated will usually have 
a value much greater than the adjusted 
basis. Likewise, inventory may be worth 
more than its basis to Corporation S. It 
is likely, therefore, that most transactions 
today will contemplate a purchase price in 
excess of the basis of the assets. 
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If the buyer purchased the assets from 
Corporation S, Corporation S would incur 
taxable gains and profits—capital gains 
(taxable at the alternative corporate rate 
of twenty-five per cent) on its assets held 
more than six months, such as securities; 
a capital gain on over-all net gain from the 
so-called Section 117(j) items; and fully 
taxable gains and profits on its noncapital 
assets, such as inventories and depreciable 
and real property used in the business and 
not held for more than six months. Then, 
upon the liquidation of Corporation S, 
its stockholders will incur a taxable gain 
if the basis of their stock is less than the 
value of the monies and assets received in 
liquidation. Or if they should realize a 
loss (increased or produced by the corpo- 
rate tax on the sale), it will be a capital 
loss, which may be of limited availability 
to them. On the other hand, if the stock 
is sold, there will be no such double tax or 
intervening corporate tax. It will be merely 
a capital gain or loss to the stockholders 
of Corporation S. Therefore, under such 
circumstances, the seller usually will favor 
a sale of the stock. 


However, from the standpoint of the 
buyer, a purchase of the stock at a price 
higher than the corporate basis of the 
assets will mean that the corporate assets 
will continue to have the same basis, lower 
than the purchase price, for the purposes 
of subsequent depreciation deductions or 
sale or abandonment of any of the assets, 
whereas a purchase of the assets would 
produce a higher basis for such purposes. 
It might appear that this difficulty could 
readily be remedied by a purchase of the 
stock and a liquidation of Corporation S 
by the buyer. However, as will be pointed 
out below, such a liquidation by a corpo- 
rate buyer may not necessarily alter this 
situation and may produce other serious 
tax uncertainties for a corporate or non- 
corporate buyer. 


Unknown Liabilities 


Furthermore, a purchase of the stock 
carries with it the risk of unknown lia- 
bilities of Corporation S, including possible 
subsequent tax adjustments and liabilities 
with respect to taxable periods or trans- 
actions of Corporation S up to the time 
of the sale. Accordingly, where the pur- 
chase price exceeds the corporate basis of 
the assets, the buyer will usually desire to 
purchase the assets. In this connection, 
if the stock is purchased, the buyer should 
obtain from the stockholders of Corpo- 


ration S adequate covenants of indemnifi- 
cation against such possible liabilities. These 
may be secured by collateral or an escrow 
of part of the purchase price. 


Under certain circumstances, the un- 
favorable tax results to the seller from a 
sale of the assets or to the buyer from a 
purchase of the stock may be especially 
aggravated. Thus, if Corporation S is 
carrying installment obligations with re- 
spect to which the gains or profits have been 
deferred, under Section 44(d), the entire 
balance of the gain or profit with respect 
to such installment obligations will be- 
come taxable to Corporation S upon such 
a sale of the assets. This will be ordinary 
income if the installment obligations re- 
sulted from the sale of inventory or prop- 
erty held primarily for sale to customers. 
(Section 117(a).) This will reduce the 
proceeds available to the stockholders of 
Corporation S. 


Accumulated Earnings and Profits 


An irritating factor for the buyer who 
purchases stock is the existence of sub- 
stantial accumulated earnings and profits 
in Corporation S. If Corporation S is kept 
alive, or is liquidated into or merged or 
consolidated with another corporation, dis- 
tribution from such earnings and profits 
will be dividends, whereas to a buyer of 
the assets such earnings and profits will 
cease to exist as a source of taxable 
dividends. 


However, given certain circumstances, it 
may be to the advantage of the seller to 
sell assets and retain the stock or, con- 
trariwise, to the advantage of the buyer to 
purchase the stock—at least such circum- 
stances may reduce the advantage to the 
seller in selling stock or to the buyer in 
purchasing assets. For example, Corpo- 
ration S may have a net operating loss 
carry-back from the year in which the 
business is sold, or a net operating loss 
carry-over or carry-overs to such year from 
a prior year or years. Upon a sale of the 
stock, the selling stockholders would be 
giving up this tax advantage to the buyer. 
If the assets are sold, Corporation S retains 
the advantage of such carry-back and carry- 
overs, and the buyer of the assets does not 
receive their benefit. (Regulations 111, 
Section 29.122-1.) Where Corporation S 
has been operating at a loss for several 
years, there will be no carry-back, but the 
carry-overs may be so substantial as to 
render the stock more valuable to the 
buyer—without any disadvantage in this 
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respect to the seller, as the sale of the 
assets would terminate the business of 
Corporation S and the opportunity to use 
any carry-overs. 

Likewise, the retention or acquisition of 
the stock of Corporation S by the seller 
or buyer, as the case may be, may carry 
with it other tax advantages otherwise not 
available, such as the deduction of un- 
amortized bond discount, the amortization 
of capitalized leasehold cost and expense 
(Plaza Investment Company [CCH Dec. 
14,889], 5 TC 1295), reduced merit ratings 
for unemployment tax purposes in states 
where successors do not obtain merit ratings 
based on the experience of predecessors, 
and depletion based on discovery value 
(Texas Pipe Line Company v. Commisstoner 
[37-1 ustc 99072], 88 F. (2d) 278). A 
purchaser of assets who assumes the lia- 
bilities of Corporation S, if Corporation S 
is on the cash basis, will get no deduction 
for the payment of the debts of Corporation 
S which represented expenses; such pay- 
ments will constitute capital items to the 
buyer. Obviously, it is indicated that where 
the assets are purchased, such debts should 
be paid by Corporation S before the sale. - 


Sale of Assets 


Where the purchase price is less than 
the basis of the assets, the basic orientation 
of each of the parties is just the reverse of 
what it is when the purchase price exceeds 
the corporate basis of the assets. The 
purchase of the stock will continue the 
corporate basis of the assets at figures 
higher than would be the case if the assets 
were purchased. On the other hand, a 
sale of the assets will be favored by the 
seller because it will give Corporation S 
losses—capital losses for capital assets and 
ordinary or fully recognized losses for non- 
capital losses and a Section 117(j) net loss. 
These losses will reduce the taxable income 
of Corporation S, or perhaps create or 
increase a net operating loss carry-back. 
These corporate tax advantages would re- 
sult in larger net proceeds of liquidation 
to the stockholders of Corporation S, and 
hence in a larger capital gain or a smaller 
capital loss. In addition, by a sale of the 
assets and retention of the corporation, 
the stockholders of Corporation S_ will 
retain the tax advantages that go with the 
corporation, such as carry-back and carry- 
overs and tax deductions for deferred items; 
but the sale of assets may involve a serious 
tax disadvantage if they include a_ sub- 
stantial amount of installment obligations. 


Purchase and Sale 


By purchasing the stock, the buyer would 
not only obtain the higher basis for the 
assets but also acquire the aforesaid tax 
advantages that go with Corporation S, 
and also the disadvantages, such as the 
continuance of the accumulated earnings 
and profits of Corporation S. 


Purchase of Assets or 
Stock for Stock 


Frequently the business of Corporation 
S is acquired not for cash but for the 
stock of an acquiring company. The use 
of the buyer’s stock may be motivated by 
business, financial and tax considerations, 
such as the buyer’s disinclination to use 
cash, the seller’s desire to sell out in a 
tax-free transaction, a ratio of exchange 
of stocks which may seem advantageous 
to the buyer or seller or to both from the 
standpoint of their opinions of prospective 
earnings of the constituent and combined 
enterprises, etc. Such an acquisition is 
usually effected in a tax-free reorganization, 
as defined in Section 112(g), in which there 
is no gain or loss to Corporation S or to 
the stockholders of Corporation S unless 
and until they sell the stock received by 
them. In such a reorganization the acquired 
assets continue to have the same basis as 
they had in Corporation S, with such 
adjustments as may be called for by cash 
payments and assumption of liabilities. 
(Section 113(a) (6), and subsequent sub- 
sections. ) 


In. such a reorganization, whether the 
assets or the stock of Corporation S is 
acquired, the stockholders of Corporation 
S will lose whatever tax advantages or 
disadvantages would otherwise inhere in a 
cash sale of the assets of Corporation S 
and the retention of its stock, except insofar 
as they may, as stockholders in the com- 
bined enterprise, participate in the advan- 
tages or disadvantages it may inherit. In 
general, in the absence of a consideration 
in cash or property other than securities, 
no available losses (or gains or profits) 
will immediately result from the reorganiza- 
tion to Corporation S, the acquiring cor- 
poration or the stockholders of either. The 
assets of Corporation S will continue to 
have the same basis. If Corporation S is 
dissolved, a carry-back and carry-overs 
from and to the year of dissolution will 
be available. But there will be no carry- 
backs or carry-forwards from or to any 
subsequent years, deductions for certain 
deferred items will be lost, and the accumu- 
lated earnings and profits of Corporation S 
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will pass to the merged or consolidated 
corporation. (Sansome v. Commissioner [3 
ustc J 978], 60 F. (2d) 931.) 

At this point a word of caution is in 
order with respect to any transaction in 
which Corporation S will be continued or 
in which the basis of the assets will con- 
tinue to be the same as in the hands of 
Corporation S. The book values of Cor- 
poration S cannot always be relied upon 
as correctly reflecting the basis of the 
assets for tax purposes. The origin and 
history of Corporation S and of its assets 
should be checked for events which may 
have had an important effect upon the 
basis of such assets, such as organizations, 
reorganizations and liquidations which may 
have been erroneously regarded as tax-free 
or closed, as the case may be. Also addi- 
tions to basis for what were regarded as 
capital additions may be questioned by the 
government as having been expenses in a 
prior year, with respect to which refund 
may be barred. The invertories and the 
depreciation reserves well may invite special 
scrutiny. 


Allocation of Purchase Price 
to Assets 


Where the assets of Corporation S are 
sold for cash, or in any transaction not 
within the tax-free provisions of Section 
112, the price or consideration paid for 
each of the assets will determine the profits 
and losses to Corporation S from each of 
the assets and the basis of each of the 
assets to the buyer. Where the assets and 
business are sold as a whole for an entire 
consideration, without any particularization 
as to the price of each asset, it will never- 
theless, for tax purposes, be deemed a sale 
of a collection of separate assets. (Williams 
v. McGowan [46-1 ustc § 9120], 152 F. (2d) 
570; Green v. Allen [46-2 ustc J 9343], 67 
F. Supp. 1004; Fackler v. Commissioner [43-1 
ustc J 9270],.133 F. (2d) 509.) 


If the parties do not allocate the pur- 
chase price among the assets, difficulties 
which might have been avoided will proba- 
bly ensue. In the absence of a mutual 
allocation by the parties, the government 
will require an allocation upon the basis 
of the fair market value of the particular 
assets at the time of the sale; the difficulty 
of such ascertainment will give the govern- 
ment considerable leeway for adverse treat- 
ment of each of the parties. On the other 
hand, a pricing of the individual items or 
an allocation formula incorporated in the 
purchase and sale agreement will be rec- 


ognized for tax purposes unless it is patently 
not bona fide. (Fraser v. Nauts [1 ustc 
{ 140], 8 F. (2d) 106.) Where the parties 
are dealing at arms’ length, there is a 
strong presumption that the allocation is 
bona fide, in view of the adverse character 
of their interests in the allocation of pur- 
chase price, as outlined below. The parties, 
therefore, have a considerable joint discretion 
and control over the allocation in the 
furtherance of their interests in this respect. 


Inconsistent Interests 


The inconsistency of the interests of the 
parties derives principally from the fact 
that high prices for noncapital assets, with 
correspondingly lower prices for capital 
assets, will give a seller more ordinary 
income (or less ordinary loss) and less 
capital gain (or more capital loss). Such 
treatment will favor the buyer, upon sub- 
sequent dispositions of the assets, with less 
ordinary income or more ordinary loss, 
and more capital gain and less capital loss, 
and will give the buyer larger deductions 
for depreciation. Conversely, higher allo- 
cations for capital assets and lower allo- 
cations for noncapital assets will favor the 
seller and be to the disadvantage of the 
buyer. 


Noncapital and capital assets may be 
classified in the following categories: 


(1) Inventory, stock in trade,. property 
held primarily for sale to customers in the 
ordinary course of business and depreciable 
and real property used in the business and 


not held for more than six months. Gains, © 


profits and losses from such assets are 
fully taxable and deductible. (Section 117 
(a).) 

(2) Depreciable and real property used 
in the business and held more than six 
months. Over-all net gain from such assets 
is capital gain; over-all net loss is fully 
deductible. (Section 117(j).) 


(3) All other property—capital gains and 


capital losses. (Section 117(a).) 


In a word, the seller wants as much 


capital gain or ordinary loss as possible 
and as little ordinary income or capital 
loss as possible. The purchaser wants the 
highest possible basis for items which will 
yield ordinary income and for depreciable 
assets, and the lowest possible basis for 
items which are not depreciable or which 
will yield a capital gain or loss. These 
interests of the seller and buyer are in 
direct conflict. It would seem that the 
interests of the parties are in harmony 
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with respect to only two classes of assets. 
One of these is depreciable property held 
for more than six months. A high price 
for such depreciable property will give the 
seller more capital gain (if there is an 
over-all net gain under Section 117 (j)) and 
will furnish a higher depreciation base to 
the buyer. However, the longer the de- 
preciable life of the asset, the smaller will 
be the advantage to the buyer. The other 
class of assets in which the interests of the 
parties are not opposed is notes and ac- 
counts receivable. A high price for notes 
and accounts receivable will give the buyer 
less ordinary income or more ordinary loss 
upon their collection, and will give the 
seller more capital gain or less capital loss. 
(Graham Mill & Elevator Company v. 
Thomas [46-1 ustc J 9118], 152 F. (2d) 564; 
Rockford Varnish Company [CCH Dec. 
15,958], 9 TC 171.) 


Let us look more closely at the interests 
of the parties in the allocation of the pur- 
chase price to specific kinds of assets. The 
buyer will want the greatest possible por- 
tion of the purchase price allocated to 
assets in the following order of precedence; 
with the exceptions noted, the seller will 
wish just the opposite. 


(1) Inventories—A high price produces 
less ordinary income for the buyer, and 
the buyer will recover the cost quickly 
upon sale of inventory. 


(2) Supplies—The same considerations 
as in connection with inventories apply, to 
a lesser extent. 


(3) Notes and accounts receivable.—A 
high price produces less ordinary income 
for the buyer and also helps the seller with 
more capital gain or less capital loss, ex- 
cept in the case of deferred installment 
obligations arising from the sale of non- 
capital assets. 


(4) Machinery and other relatively short- 
lived depreciable assets—A high price pro- 
vides larger depreciable deductions to the 
buyer; it also favors the seller if it will 
have an over-all net gain from Section 
117 (j) assets, but will be unfavorable if it 
will reduce a net loss from such assets or 
reduce a net operating loss carry-back or 
deduction. 


(5) Intangibles with a definite term, such 
as patents, copyrights and franchises —These 
can be depreciated. The position of the 
parties is the same as with respect to 
machinery. 


(6) Buildings and other relatively long- 
lived depreciable assets—A low price is de- 
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sired by the buyer because of a low 
sale on a net loss basis under Section 117 
(j) is contemplated. A low price is un- 
favorable to the seller if an over-all net 
gain from Section 117 (j) assets results, 
but is favorable if a net loss from such 
assets obtains. 


(7) Land.—The lowest possible price is 
favorable for the buyer because there is no 
depreciation. A low price is also favorable 
for the seller where it will produce or en- 
large a net loss under Section 117 (j). 


(8) Securities—The lowest possible price 
is advantageous for the buyer because there 
is no depreciation and a sale by the buyer 
will result in more capital gain or less 
capital loss; a low price is not favorable to 
the seller because it reduces capital gain 
or enlarges capital loss. 


(9) Good will—The same facts as in the 
case of securities apply here. 


A high price allocated to machinery and 
other depreciable property used in the busi- 
ness, which the buyer will desire, will also 
benefit the seller with the exceptions in- 
dicated above. 


Perhaps the most important of these 
exceptions is the case where such a high 
price would serve to that extent to reduce 
a net operating loss carry-back from the 
year of the sale or the net operating loss 
deduction in that year. Losses from the 
sale of depreciable and real property used 
in the business serve to give a net operating 
loss carry-back in the case of a selling 
corporation (as distinguished from an in- 
dividual). (Section 122 (d) (5).) 


Good Will 


A few additional observations concern- 
ing good will are pertinent. A successfully 
operating business is worth more than the 
valuation of the aggregate of the assets as 
such. A large part of this difference may 
be due to the value of the trade name, the 
location of the business and other elements 
of good will. The rest of the difference is 
what is commonly referred to as the “going- 
concern value” which inheres in the success- 
ful integration and operation of the assets. 
This going-concern value should, with rea- 
son, be included in the purchase price of 
the assets other than good will, although 
this will ordinarily benefit the buyer more 
than the seller. The price, if any, paid for 
the good will itself will not be subject to 
depreciation or obsolescence in the hands 
of the buyer because it has no definite 
depreciable life. Regulations 111, Section 29.23 
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(1)-3; Clark v. Haberle Crystal Springs 
Brewing Company [2 ustc { 466], 280 U. S. 
384; Clark Thread Company v. Commis- 
sioner [38-2 ustc J 9440], 100 F. (2d) 257; 
X-Pando Corporation [CCH Dec. 15,200], 
7 TC 48; Bills Brothers Memorial Corpora- 
tion [1930 CCH { 9479], 41 F. (2d) 988.) 
This disadvantage to the buyer will be 
offset by the advantage to the seller, in that 
its gain on the sale of the good will will be 
capital gain. (Regulations 111, Section 
29.22 (a)-10; Commissioner v. Rainier Brew- 
ing Company [48-1 ustc § 9134], 165 F. 
(2d) 217.) Obviously, the question of how 
much of the purchase price to allocate to 
the going-concern value of the assets and 
how much to the good will is apt to be a 
point of particular difference of opinion 
and difficulty between the parties. 


Covenants 


A factor which may be related to good 
will, and which may have an important 
tax consequence for the seller and buyer, 
is a no-competition or secrecy covenant. 
Where Corporation §S, in a sale of its assets 
and good will, agrees not to compete or 
reveal secret processes, and such agree- 
ment is merely an incident to the sale of 
the good will (as a protection thereof), no 
part of the purchase price will be taxed to 
the seller, as ordinary income, with respect 
to such a covenant. Such a covenant is 
considered a part of the good will. The 
gain from the good will, including the 
covenant, is capital gain, whether or not a 
specific price is paid for the covenant. 
(Toledo Newspaper Company [CCH Dec. 
13,512], 2 TC 794; Aaron Michaels [CCH 
Dee. 16,758], 12 TC —, No. 3.) However, 
it necessarily follows that since such a 
restrictive covenant is part of the acquired 
good will, the buyer will be allowed no tax 
deduction with respect thereto, whether 
or not a part of the purchase price is 
allocated to the covenant. 

On the other hand, a payment or pay- 
ments to the stockholders or officers of 
Corporation S for a covenant by them not 
to compete or reveal secrets, in connection 
with a sale of its assets and business by 
Corporation S, constitute ordinary income 
to the stockholders, as the covenant is 
unrelated to any assets sold by them. Such 
payments will be deductible or amortizable 
by the buyer. (Estate of Beals [36-1 ustc 
79117], 82 F. (2d) 268; Salvage v. Com- 
missioner [35-1 ustc J 9228], 76 F. (2d) 112.) 


Incidentally, in connection with the al- 
location of the purchase price to the assets, 
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it should be noted that while the purchase 
price of each asset will establish the basis 
thereof to the buyer and the gain or loss 
to the seller, a mortgage on any property, 
whether or not assumed by the buyer, is 
considered part of the purchase price for 


both the seller and the buyer. (Crane v. 
Commissioner [47-1 ustc J 9217], 331 U.S. 1.) 


Retained Assets 


Where all of the assets are not sold 
because the buyer does not want some of 
them or because the seller thinks he can 
get a better price for them elsewhere, the 
tax status of such retained assets may 
change, as a result of the sale of the busi- 
ness or the manner in which such assets 
are subsequently disposed of, and may pro- 
duce a different tax result upon their sale. 
Under Section 117 (j), an over-all net gain 
from the sale of depreciable and real prop- 
erty used in the trade or business and held 
for more than six months is treated as a 
capital gain and an over-all net loss from 
such property is fully allowed; but to qual- 
ify for this favorable tax treatment, such 
property must be “used in the trade or 
business of the taxpayer at the time of the 
sale.” (Regulations 111, Section 29-117-7.) 
As they are no longer used in the business, 
which has been sold, such assets would 
become capital assets. If they are sold at 
a loss, such loss would not be available as 
a deduction against the ordinary income of 
the year and ordinary profits from the sale 
of other assets. Furthermore, if retained 
assets which were capital assets under Sec- — 
tion 117 (a) or entitled to the net capital 
gain treatment under Section 117 (j) should 
be sold piecemeal, at a gain, the government 
might contend ‘successfully that such as- 
sets became property held primarily for sale 
to customers in the ordinary course of 
business, and that the gain was fully taxa- 
ble. (Richards v. Commissioner [36-1 ustc 
7 9092], 81 F.. (2d) 369; Gruver v. Commis- 
sioner [44-1 ustc J 9293], 142 F. (2d) 363; 
Queensboro Corporation [CCH Dec. 12,533], © 
46 BTA 1216.) 


Timing of Sale 


The time when the sale is effected may 
have an important bearing upon the taxes 
resulting to Corporation S and its stock- 
holders, with respect not only to the char- 
acter of the profits and losses from the 
sale but also to the operating income or 
loss of Corporation S. The timing of the 
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sale will be within the control of the parties, 
and the delay or acceleration of the deal 
in order to effect certain tax savings may 
be of little import insofar as the business 
purposes of the parties are concerned. Tax 
savings to the seller from a judicious timing 
may serve to reduce the purchase price. 


Whether a particular asset has been held 
for more or for less than six months may 
make a significant difference. For example, 
a gain from a sale of an item of depreciable 
property held for more than six months 
would have either the favorable effect of 
increasing a net gain under Section 117 (j) 
or the unfavorable effect of reducing a net 
loss under Section 117 (j), depending upon 
the circumstances, whereas a gain from 
such an asset not held for more than six 
months would be unfavorable in any event 
because it would be fully taxable or would 
reduce a fully deductible loss from other 
items or from operations. On the other 
hand, a loss from such an item held for 
more than six raonths would give rise to 
either the favorable result of increasing a 
loss under Section 117 (j) or the unfavor- 
able result of reducing a capital gain under 
Section 117 (j), while a loss on such an 
item not held for more than six months 
would be fully deductible or reduce fully 
taxable gains or operating income. 

Timing the sale at the end of the year 
or in the following year, as the case may 
be, may make a great difference, under a 
given set of circumstances. To illustrate, 
if Corporation S would be vulnerable to 
Section 102 in a certain year unless a sub- 
stantial dividend distribution was made, 
the sale and liquidation of Corporation S 
before the end of the year would effect 
considerable tax savings. The accumulated 
income and the gains and profits from the 
sale (after the payment of the usual cor- 
porate taxes thereon) will be taxable to the 
stockholders of Corporation S at not more 
than the capital gains rates; none of such 
income, gains or profits will be subject to 
the Section 102 penalty tax. Sections 102 
(d) (2), 27 (b) and 27 (g).) The section 102 
penalty tax will be avoided without the 
necessity of distributing any of the accumu- 
lated operating income of the year to the 
stockholders as a taxable dividend to them. 

Whether the sale is effected in the current 
taxable year of Corporation S or in the 
subsequent year may also involve import- 
ant differences insofar as the net operating 
loss carry-backs and carry-overs are con- 
cerned. For example, suppose that Cor- 
poration S had a sufficiently large loss in 
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1947 to absorb more than the profits of 
1948 and 1949. The profits (not net capital 
gains) from the sale in 1949 would also be 
eliminated or reduced by such loss carry- 
over; but if the sale takes place in 1950, 
at a profit, the 1947 loss could not be 
carried over to 1950. (Section 122.) Or if 
Corporation S had losses in 1948 and 1949 
which were smaller in the aggregate than 
its earnings in 1947, and if its assets’ are 
being sold at a loss, a sale in 1949 will 
permit the losses (not net capital losses) 
from the sale to be carried back to 1947, 
while such losses from a sale in 1950 could 
not be carried back to 1947. 


Capital Gains 


There are certain available methods of 
sale whereby Corporation S or its stock- 
holders will receive capital gains with re- 
spect to all or a substantial part of the 
profits from the sale which would other- 
wise be fully taxable, and even methods to 
eliminate from corporation tax all or a 
substantial portion of the gains and profits 
from the sale. 


If all or a portion of the purchase price 
for the assets of Corporation S is condi- 
tioned upon or to be measured by sub- 
sequent events, such as a percentage of 
sales or earnings of the buyer, and the 
stockholders of Corporation S are not re- 
quired to render any services in connection 
with such contingent rights, the following 
favorable results will flow to Corporation 
S and its stockholders. In the first place, 
since such contingent rights have no as- 
certainable market value, they will not be 
includible in determining the gains and 
profits of Corporation S from the sale of 
the assets. (C. W. Titus, Inc. [CCH Dec. 
9205], 33 BTA 928; Perry v. Commissioner 
[46-1 ustc J 9113], 152 F. (2d) 183; Dearing 
v. Commissioner [39-1 ustc § 9344], 102 F. 
(2d) 91.) Likewise, upon the liquidation of 
Corporation S, such contingent rights will 
not be included in determining whether or 
not, or the extent to which, the stock- 
holders received a capital gain upon the 
liquidation. Finally, subsequent collection 
by the stockholders on such contingent 
payments will result in capital gains to 
them if, when and to the extent such 
collections plus the distributions upon liq- 
uidation exceed the cost of their stock. 
(Burnet v. Logan [2 ustc J 736], 283 U. S. 
404; Commissioner v. Hopkinson [42-1 ustc 
1 9330], 126 F. (2d) 406; George J. Nicholson 
[CCH Dec. 13,851], 3 TC 596.) 
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To the extent that such an arrangement 
reduces the immediate payment to Cor- 
poration S, it will eliminate or reduce any 
taxable gains and profits to Corporation S 
which a higher immediate payment would 
have produced, and reduce the immediate 
capital gains tax, if any, to the stockholders 
of Corporation S. Further, subsequent pay- 
ments received by the stockholders under 
the contingent phase of the transaction 
will escape any intermediate corporate tax. 
It would seem that good will and going- 
concern values would lend themselves es- 
pecially well to payment upon a contingent 
basis. It should be noted, however, that 
such contingent payments by the buyer 
will not be deductible currently since they 
are capital expenditures incurred in the 
acquisition of assets, although they will 
increase the depreciation basis of deprecia- 
ble assets to the extent that they are alloca- 
ble to such assets. 


If patents are sold by Corporation S 
upen a royalty basis, instead of for a 
stated amount, that portion or all of such 
royalties which are contingent, such as 
royalties based upon number of units made 
or sold, will produce the same kind of tax 
advantages to Corporation S and its stock- 
holders as those just outlined with respect 
to contingent purchase price. While the 
royalty payments by the buyer constitute 
capital expenditures, such capital expendi- 
tures are depreciable. Since the amount 
of the depreciation deduction each year is 
the amount of royalties paid in that year, 
the buyer gets a full current deduction for 
such payments. (Associated Patentees, Inc. 
[CCH Dec. 14,440], 4 TC 979.) 


Deferred Taxes 


Frequently, only a part of the purchase 
price will be paid at the time of the sale 
and the balance will be deferred. If not 
more than thirty per cent of the purchase 
price is paid in the year of the sale, the 
seller may elect to report his profit on the 
installment basis, under Section 44 (b). 
That is to say, the seller will pay the tax 
on that portion of the gain represented by 
each installment payment as and when he 
receives it. 

This deferment of the payment of tax 
can have practical application only to the 
sale of the stock of Corporation S. If 
Corporation S sold its assets on the install- 
ment basis and liquidated, the entire bal- 
ance of the gains and profits reflected by 
the installment obligations would then be- 
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come taxable. (Section 44 (d).) The in- 
stallment method of paying tax must be 
elected by the selling stockholders. In the 
event they fail to make such election and 
receive installment notes, they will be taxa- 
ble on the entire gain at the time of the 
sale if the notes have a fair market value, 
as they usually do in a transaction of this 
kind. A tax risk in connection with such 
installment deferment of the capital gains 
of the selling stockholders should be noted. 
If after the sale, there should be a change 
in the tax law altering the tax rate on 
capital gains or redefining capital gains, the 
change in the law will be applicable to 
installment payments received after the ef- 
fective date of the law. (Snell v. Commis- 
stoner [38-2 ustc J 9417], 97 F. (2d) 891; 
Harry B. Golden [CCH Dec. 12,553], 47 
BTA 94.) 


Deductible Payments 


Where circumstances permit, it may be 
to the buyer’s advantage to arrange a trans- 
action in which payments by the buyer will 
be fully deductible for tax purposes as 
currently made. The following are a few 
of the many possible methods or terms of 
payment available for this purpose. 


If a balance of the purchase price re- 
mains to be paid, it would favor the buyer 
to pay a high interest rate on such balance 
and a smaller purchase price. 


Frequently the stockholder-management 
of Corporation S is retained by the buyer. 
A liberal compensation to the personnel of 
such management, within the bounds of 
reasonable compensation, with concessions 
on the purchase price, will help the buyer 


It may be to the advantage of the buyer, 
taxwise, to rent some of the assets from 
Corporation S. Such rental must, of 
course, be weighed against depreciation and 
other advantages of ownership. 


The interest, compensation and rental 
payments referred to above will be taxable 
as ordinary income to the recipients. 


Avoidance of Corporate Tax 


Frequently, it is clearly indicated that 
a buyer would be interested only in buying 
the assets, or would expect a very sub- 


stantial concession in buying the stock. 
This will be readily apparent where the 
value of the assets is greatly in excess of 
the corporate basis for the assets. There 
are other instances—for example, a buyer 
may be interested only in a particular asset, 
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such as a particular plant or a hotel, and 
a distribution of the unwanted assets to the 
stockholders of Corporation S before such 
a sale would give the stockholders a taxable 
dividend. 


A sale of such asset or assets by Corpora- 
tion S would result in taxable gains and 
profits to Corporation S; then, upon liquida- 
tion by Corporation S, the stockholders 
will incur capital gains. Is it possible for 
the stockholders of Corporation S to liqui- 
date Corporation S and then sell the asset 
or assets, with only a tax on capital gains 
to them and without any tax to Corpora- 
tion S from the sale? It is, if certain 
precautions can feasibly be taken and are 
taken. 


In the first place, the mere distribution 
in kind of appreciated corporate assets does 
not give rise to capital gains or profits 
to the corporation. (General. Utilities & 
Operating Company v. Helvering [36-1 ustc 
{ 9012], 296 U. S. 200.) 

If the manner in which the stockholders 
negotiate and effect the sale of their assets 
is such (whether the sale is made or con- 
summated before or after the liquidation 


of Corporation S) that they or the liquidat-. 


ing trustees can be regarded as having acted 
as agents or trustees for Corporation S, 
then the sale will be deemed to have been 
made by Corporation S and the gains and 
profits from the sale will be taxed to Cor- 
poration S. In many cases the courts have 
attempted to apply this principle to the 
varying facts involved; and while the lines 
of demarcation have not yet been very clearly 
defined, certain reasonably definite con- 
clusions can be drawn as to what will 
and what will not constitute a corporate 
sale. In general, this much seems clear: 
The sale will be deemed a sale by the 
corporation (1) if the sale by the stock- 
holders after liquidation is upon a price 
and terms substantially negotiated by the 
stockholders before liquidation, or (2) if 
the prior negotiations with: the buyer were 
conducted by directors or officers of the 
corporation, or (3) if the sale is negotiated 
or consummated by a liquidating agent or 
trustee who is acting for the corporation 
and not as agent for the stockholders in 
their individual capacities. 


Court Holding Company Doctrine 


The leading case on this subject is Com- 
missioner v. Court Holding Company [45-1 
ustc 9215], 324 U. S. 331. In that case, 
the corporation had entered into an unen- 
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forceable oral agreement to sell its sole 
asset, an apartment house. When it dis- 
covered that a large corporate tax would 
result, the corporation repudiated its agree- 
ment. The corporation was immediately 
liquidated and the stockholders sold the 
apartment house to the same purchaser 
under an identical contract, with the $1,000 
deposit paid to the corporation applied in 
part payment of the purchase price. The 
Supreme Court held that the Tax Court 
was correct in deciding that, in substance, 
the stockholders had merely carried out 
a “morally binding” contract of the corpora- 
tion. The Court said: 

“The transaction must be viewed as a 
whole and each step, from the commence- 
ment of the negotiations to the consumma- 
tion of the sale, is relevant. A sale by 
one person cannot be transformed for tax 
purposes into a sale by another by using 
the latter as a conduit through which to 
pass title.” 


Preliquidation Negotiations 


The emphasis in this case, as in many 
other cases, is upon the negotiations; and 
it is on this point of negotiations that the 
cases do not give any reliable guidance as 
to how far preliquidation negotiations by 
the stockholders may proceed before a sale 
is regarded as a corporate sale. The courts 
have talked varyingly of “substantial agree- 
ment” preceding liquidation, “substantial 
negotiations,” etc. (Acampo Winery & Dis- 
tilleries, Inc. [CCH Dec. 15,345], 7 TC 629 
(held that original offer to corporation had 
“no important connection” with the sub- 
sequent negotiations and sale); Transport, 
Trading & Terminal Corporation [CCH 
Dec. 15,988], 9 TC 247; Cooper Foundation 
[CCH Dec. 15,281], 7 TC 389; Ripy Brothers 
Distillers, Inc. [CCH Dec. 16,589] 11 TC 
326.) Further, it has been held that the 
burden is on the taxpayer to prove that 
the sale did not result from the negotiations 
prior to liquidation. (Wichita Terminal Ele- 
vator Company v. Commissioner [47-1 ustc 
9253], 162 F. (2d) 513.) To add to the 
confusion on this question of preliquida- 
tion negotiations, two Circuit Courts have 
taken the position that a corporate sale 
cannot be predicated upon negotiations by 
the stockholders or even upon a contract 
of sale by them before liquidation. (Howell 
Turpentine Company v. Commissioner [47-1 
ustc $9281], 162 F. (2d) 319; Fairfield 
Steamship Corporation v. Commissioner 
[46-1 ustc J 9322], 157 F. (2d) 321.) 
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If the negotiations with the buyer were 
conducted by directors or officers of the 
corporation, the sale will be deemed a 
corporate sale. (Rose Kaufmann [CCH 
Dec. 16,608], 11 TC 483; Trippett v. Com- 
missioner [41-1 ustc J 9365], 118 F. (2d) 764.) 


If the assets of the corporation in liquida- 
tion pass to trustees in liquidation who, 
under local law, are regarded as acting for 
the corporation in paying its debts, winding 
up its affairs and distributing the proceeds 
of liquidation to the stockholders, a sale 
negotiated or consummated by such trus- 
tees will be deemed to be a corporate sale. 
(Tazewell Electric Light & Power Com- 
pany v. Strother [36-2 ustc 7 9351], 84 F. 
(2d) 327; Burnet v. Lexington Ice & Coal 
Company [3 ustc § 1036], 62 F. (2d) 906; 
Chilhowee Mills, Inc. [CCH Dec. 14,312], 
4 TC 558, rev’d on other grounds [45-2 
ustc J 9462] 152 F. (2d) 137.) 


However, where the stockholders in their 
individual capacities, and not at a meeting 
of the stockholders of the corporation, 
echoose persons to receive the assets on 
their behalf for liquidation purposes who 
are not directors or officers of the cor- 
poration, such persons will not be regarded 
as liquidating trustees for the corporation. 
(Acampo Winery & Distilleries, Inc., supra; 
Louisville Trust Company v. Glenn [46-1 
ustc J 9233], 65 F. Supp. 193.) 


Acampo Winery Case 


The Acampo Winery case, in contrast to 
the Court Holding Company case as to 
facts and results, may help to illustrate 
the foregoing principles. In the former 
case, the company had an “inventory of 
wines which had greatly appreciated in 
value. The company refused to consider 
offers for the wines because of the corporate 
taxes involved. The corporation was dis- 
solved and the assets turned over to three 
trustees chosen by the stockholders to act 
for them in receiving and selling the assets 
and distributing the proceeds to the stock- 
holders. The trustees were not directors 
or officers of the company. Shortly after 
the trustees received the assets, the assets 
were sold to a buyer who had made an 
offer to the corporation but had been re- 
jected. In deciding that the corporation 
was not taxable on the sale, the Tax Court 
said: 

“The negotiations which led to the sale 
in the present case were begun after the 
liquidating distribution, were carried on by 
trustees elected by and representing only 
stockholders, were not participated in by 
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the corporation in any way, and had no 
important connection with any prior ne- 
gotiations. These facts distinguish the case 
from . . Court Holding Company v. 
Commissioner, 324 U. S. 331, . . . in which 
the negotiations leading to the sale were 
instituted and pushed to an advanced stage 
by representatives of the corporation.” 


From the definite judicial treatment of 
some aspects of this subject and the un- 
certainty and flux in others, both in prin- 
ciple and in factual application, the follow- 
ing conclusions may be drawn: 

(1) If there are no negotiations or con- 
tract of sale until after liquidation, and 
the sale is negotiated after the liquidation 
by the stockholders in their individual ca- 
pacities, it will not be a corporate sale. 


(2) If such negotiations or a sale after 
liquidation is carried out not by the stock- 
holders but by an agent who is acting 
for the stockholders and not for the cor- 
poration, it will not be a corporate sale. 

(3) If negotiations before liquidation can- 
not be avoided, such negotiations should 
be kept to a minimum, and should be con- 
ducted by stockholders who are not officers 
or directors. Arriving at an agreement of 
any kind before liquidation should be 
avoided. 


(4) If there have been negotiations before 
liquidation but the sale is made to a differ- 
ent purchaser, or if the sale is made to the 
same party and it can be proved that the 
sale was at a price or on terms substantially 
different, and that it was the result of 
bona-fide bargaining and negotiations by 
the stockholders after the liquidation, it 
will not be a corporate sale. 


Section 129 of the Revenue Revision Bill 
of 1948 (H. R. 6712), passed by the House 
before the adjournment of the Ejightieth 
Congress, was designed to eliminate the 
corporation tax even when the sale takes 
place before liquidation. In the light of 
the changed political and fiscal climate 
since the election, it is unlikely that such 
legislative relief will be afforded in the 
foreseeable future. 


Liquidation by Stock Purchaser 


A buyer paying substantially more than 
the corporate basis of the assets will wish 
to buy assets to obtain a higher basis for 


them. The seller will wish to sell stock 
because the purchase of the assets from the 
corporation would result in corporate gains 
and profits, and a postliquidation sale of 
the assets by the stockholders of the cor- 
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poration may run afoul of the Court Hold- 
ing Company doctrine. Why cannot this 
Gordian knot be cut, so that both parties 
may obtain what they want through the 
purchaser’s buying the stock of Corpora- 
tion S and immediately liquidating Cor- 
poration S? At first it would appear that 
only capital gains to the stockholders of 
Corporation S would result from the sale 
of the stock, with no tax to Corporation 
S and no tax to the buyer upon the liquida- 
tion of Corporation S, and that this should 
be the ideal solution to this problem. How- 
ever, this procedure involves certain serious 
tax uncertainties. 


In cases where the facts clearly showed 
that the buyer was interested only in buy- 
ing assets and dissolved Corporation S 
immediately after acquiring its stock, it has 
been decided that the buyer purchased the 
assets, and that the basis of such assets 
to the buyer was the purchase price of the 
stock, without any recognition of gain or 
loss to the buyer. (Commissioner v. Ash- 
land Oil & Refining Company [38-2 ustc 
7 9580], 99 F. (2d) 588; Koppers Coal Com- 
pany [CCH Dec. 15,179], 6 TC 1209.) 

While this is clear in the case of a non- 
corporate buyer, what is the situation when 
a corporate buyer liquidates Corporation 
S, either into itself or into an affiliated 
corporation? It was decided in the Ash- 
land Oil & Refining Company and Koppers 
Coal Company cases that the corporate 
buyer’s transfer of the assets of Corpora- 
tion S to itself or to another corporation, 
in a way which ordinarily would continue 
the asset basis of Corporation S to the 
transferee-corporation under the reorgani- 
zation provisions and related sections, 
would be regarded as merely an intermedi- 
ate step in the purpose to purchase the 
assets of Corporation S. One tax com- 
mentator has taken the position that the 
result in those cases would not follow today 
if a corporate buyer liquidated Corporation 
S, because Section 112 (b) (6), which was 
not in the law when the transactions in 
those cases took place, would require the 
continuance of the asset basis of Corpora- 
tion S to the corporation acquiring the 
assets in that manner. (Francis X. Mannix, 
“Liquidation of Newly Acquired Subsidi- 
aries,” TAxES—The Tax Magazine, Decem- 
ber, 1948.) However, there is an indication 
in the opinion in the Koppers Coal Com- 
pany case that the result would have been 
the same if Section 112 (b) (6) had then 
been in the law. As other nonrecognition 
sections (corresponding to Section 112) 


Purchase and Sale 





were in effect in the Ashland Oil & Refining 
Company and Koppers Coal Company cases 
but were disregarded, there is no cogent 
reason for concluding that the tax results 
of such a corporate acquisition of assets 
would be any different today. 


Other Tax Uncertainties 


Therefore, from the standpoint of the 
buyer, corporate or noncorporate, the liqui- 
dation of Corporation S after the acquisi- 
tion of its stock will give the buyer a basis 
for the assets of Corporation S equivalent 
to the purchase price of the stock where 
the record is sufficiently clear that the 
buyer was interested only in acquiring as- 
sets. However, there may be other serious 
tax uncertainties for both the seller and 
the buyer. If the buyer purchased the 
assets of Corporation S, does it follow 
that the transaction may be viewed as a 
sale of its assets by Corporation S, rather 
than as a sale of its stock by its stock- 
holders? A dictum to this effect in a dis- 
senting opinion in Meurer Steel Barrel Com- 
pany, Inc. [CCH Dec. 13,039 (M)], 1 TCM 
721 (1943), has been seized upon by some 
tax lawyers as indicating that the govern- 
ment will seek to tax the corporation under 
the Court Holding Company doctrine. In 
reason, it is difficult to understand how 
the stockholders of Corporation S, who 
have sold stock and did not negotiate or 
attempt to sell the assets, can be deemed 
to have sold the assets of Corporation S. 
And in fact, in cases subsequent to the 
Meurer Steel Barrel Company case, the Tax 
Court has decided that no sale of corporate 
assets occurred under such circumstances. 
(Brown’s Son Company [CCH Dec. 16,388], 
10 TC 840;. Steubenville Bridge Company 
[CCH Dec. 16,680], 11 TC —, No. 96; 
Dallas Downtown Development Company 
[CCH Dec. 16,777], 12 TC —, No. 17.) 


However, the making of a sufficient rec- 
ord to prove that the buyer was interested 
only in acquiring the assets may very well 
lead a court to decide that in substance 
there was a corporate sale of assets. This 
would. result in taxable gains and profits 
to Corporation S, and the liability for such 
taxes might fall upon the buyer as trans- 
feree of the assets of Corporation S. (West 
Texas Refining Company v. Commissioner 
[3 ustc J 1202], 68 F. (2d) 77; Woodley Pe- 
troleem Company [CCH Dec. 5111], 16 BTA 
253; Brady [CCH Dec. 6767], 22 BTA 596; 
Brown’s Son Company, supra.) The payment 
of such tax would probably be considered as 
an additional purchase price by the buyer 
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and not as a deductible loss. (Wallace C. 
Johns [CCH Dec. 3097], 9 BTA 232.) 
Therefore, where a liquidation of Corpora- 
tion S by the buyer is contemplated, the 
parties should clarify their respective lia- 
bilities with respect to such tax. If the 


tax, pursuant to agreement between the 
parties, this payment will be a capital loss 
to them, as such loss partakes of the char- 
acter of the transaction giving rise to it. 
(Koppers Company [CCH Dec. 13,687], 3 
TC 62; Margery K. Megargel [CCH Dec. 


selling stockholders are required to pay the 13,729], 3 TC 238.) 








The Case Against Broadened Municipal Revenue Sources and 
for Increased State Aid 


“7 X YHEN YOU look hungrily at that delightful appetizing little 

creature, the shmoo, he rolls over and dies of sheer ecstasy at 
the prospect of being eaten. In contrast, the taxpayer, when any one 
looks at him hungrily, starts to holler. Tax experts are always hunting 
for a, way to separate the taxpayer from the costs of government with 
a minimum of hollering. 


“Among the methods tried over the years are tax limitation, state 
grants-in-aid, replacement taxes, state and federal subventions, and 
state sharing of taxes. A Johnny-come-lately is the ‘broadening of 
local revenue sources’. Reduced to plain English, that means encour- 
aging individual communities to tax more things than they do now. 


“It has a number of specious attractions. There is the lure of 
novelty. It is not so precise that it organizes its own opposition—no 
one is quite sure what a particular community will tax. It passes the 
buck of government financing back from state levels to a multitude of 
local officials. Above all it scatters and diversifies the taxpayer’s screams. 


“But none of these ‘advantages’ helps it meet the primary test of 
a good tax program: that necessary moneys be raised by the govern- 
mental units able to raise them most effectively, and be used by the 
governmental units which can spend them most efficiently. The 
tendency toward local rather than state taxation is a step backward, 
that offers a particular threat to equalization in the support of public 
schools.” 

LAURENCE B. JOHNSON AND RoseErt D. BOLE, 

New Jersey Education Association. 

Tax Institute Forum Pamphlet Four. 


[The End] 
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IMMUNITY FROM SUBPOENA 





of Taxpayers’ Records 


By HAROLD KAMENS and WILLIAM ANCIER 


ARE RECORDS 


USED IN THE PREPARATION OF A TAX RETURN PUBLIC RECORDS? 





= SUPREME COURT of the United 
States recently approved, by a five-to- 
four decision, a burgeoning doctrine the 
ramifications of which require examination 
with reference to income tax requirements.’ 


The underlying assumption of the Court’s 
opinion is that all records which Congress, 
in the exercise of its constitutional powers, 
may require individuals to keep in the con- 
duct of their affairs, because those affairs 
also have aspects of public interest, become 
“public records” in the sense that they fall 
outside of constitutional protection of the 
Fifth Amendment.’ 


In the Shapiro case, the defendant, a whole- 
saler of fruit and produce, was suspected of 
having made tie-in sales in violation of regu- 
lations under the Emergency Price Control 
Act. He was served with a subpoena duces 
tecum and ad testificandum, issued by the 
Price Administrator under authority of the 
act, directing him to appear before desig- 


nated enforcement attorneys of the Office of 


Price Administration and to produce “all 
duplicate sales invoices, sales books, ledgers, 
inventory records, contracts and records re- 
lating to the sale of all commodities from 
September 1, 1944 to September 28, 1944.” 

In compliance with the subpoena, the de- 
fendant appeared, and, after being sworn, 
was requested to turn over the subpoenaed 





1 Shapiro v. U. 8., 335 U. S. 1 (1948); followed 
in U. 8S. v. Hoffman, 335 U. S. 78 (1948). Mr. 
Justice Frankfurter, in his dissent in the Shapiro 
case, raises the applicability of this doctrine to 
income tax matters. 


Q «6 


2‘* |. nor shall [any person] be compelled 
in any criminal case to be a witness against 
himself.’’ 


Immunity from Subpoena 


records. His counsel inquired whether his 
client was being granted immunity “as to 
any and all matters for information obtained 
as a result of the investigation and examina- 
tion of these records.” The presiding official 
stated that the “witness is entitled to what- 
ever immunity flows as a matter of law from 
the production of these books and records 
which are required to be kept pursuant to 
M. P. R.’s 271 and 426.” 


The defendant thereupon produced his 
records, but claimed the constitutional privi- 
lege of the Fifth Amendment to refrain from 
self-incrimination. He was tried on charges 
of having made tie-in sales in violation of 
regulations under the Emergency Price Con- 
trol Act. The defendant made a plea in bar, 
claiming immunity from prosecution, based 
on Section 202 (g) of the act. His defense 





3 ‘*No person shall be excused from complying 
with any requirements under this section be- 
cause of his privilege against self-incrimination, 
but the immunity provisions of the ‘Compulsory 
Testimony Act of February 11, 1893 . . . shall 
apply with respect to any individual who specif- 
ically claims such privilege.’’ The Compulsory 
Testimony Act of 1893 provides: ‘‘No person 
shall be excused from attending and testifying 
or from producing books, papers, tariffs, con- 
tracts, agreements and documents before the 
Interstate Commerce Commission or in obedi- 
ence to the subpoena of the commission .. . 
on the ground or for the reason that the testi- 
mony or evidence, documentary or otherwise, 
required of him, may tend to criminate him or 
subject him to a penalty or forfeiture. But 
no person shall be prosecuted or subjected to 
any penalty or forfeiture for or on account of 
any transaction, matter or thing, concerning 
‘which he may testify, or produce evidence, docu- 
mentary or otherwise, before said commission, 
or in obedience to its subpoena... .’’ See foot- 
note 35, infra. 
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was overruled by the trial judge; judgment 
of conviction followed and was affirmed on 
appeal. The Supreme Court, on writ of 
certiorari, affirmed the judgment below. 


The minority of the Court,’ spearheaded 
by Mr. Justice Frankfurter, assailed vigor- 
ously the majority holding, and denied that 
Congress could, by the easy device of re- 
quiring a man to keep private papers which 
he has customarily kept, render such papers 
“public.” 


The majority based its decision on Heike 
v. U. SS and Wilson v. U. S.", the first of 
which cases held that the provisions of im- 
munity statutes have no application to non- 
privileged documents and the second of 
which held that records validly required by 
law to be kept are nonprivileged. This article 
is concerned principally with the inception, 
growth and ramifications of the doctrine 
enunciated in the latter case. 


Wilson Case 


Wilson, the president of United Wireless 
Telegraph Company, a Maine corporation, 
was required by subpoena to produce the 
corporate books in his custody before a 
federal grand jury investigating fraudulent 
use of the mails. He appeared but, claiming 
privilege under the Fifth Amendment, re- 
fused to deliver the records on the ground 
that their contents would tend to incriminate 
him. Wilson was adjudged in contempt. 
On review of this judgment by the Supreme 
Court, he based his defense in part on the 
theory that he would have been protected 
in his constitutional privilege against self- 
incrimination had he been sworn 73 a wit- 
ness, and that the government’s failure to 
permit him to be sworn could not deprive 
him of such protection. 

This argument was disposed of by the 
Court simply on the ground that a corporate 
officer has no constitutional privilege as to 





4159 F. (2d) 890 (CCA-2). 


5 Mr. Justice Rutledge felt that the authori- 
zation conferred upon the Administrator by the 
Emergency Price Control Act to require the 
keeping and production of records such as had 
been ‘‘customarily kept’’ did not exceed the 
prohibition of the Fourth Amendment against 
general warrants and unreasonable searches and 
seizures. 


6227 U. S. 131. Mr. Justice Holmes herein 
laid down the standard for the construction of 
statutory immunity provisions: the immunity 
should be coterminous with the privilege; that 
is, exchange of privilege for immunity can only 
take place where there exists a valid privilege. 

7221 U. S. 361, 55 L. ed. 771, 31 S. C. 538, 
Ann. Cas. 1912D 558. ; 


corporate records in his possession, even 
though they contain entries made by himself 
which disclose his crime. 


The Court, having decided that the physi- 
cal custody of incriminating documents does 
not of itself protect the custodian against 
their compulsory production, made the fol- 
lowing oft-quoted statement: ® 


“The question still remains with respect 
to the nature of the documents and the 
capacity in which they are held. It may yet 
appear that they are of a character which 
subjects them to the scrutiny demanded and 
that the custodian has voluntarily assumed 
a duty which overrides his claim or privi- 
lege. The principle applies not only 
to public documents in public office but also 
to records required by law to be kept in 
order that there may be suitable information 
of transactions which are the appropriate 
subjects of governmental regulation and the 
enforcement of restrictions validly estab- 
lished. There the privilege which exists as 
to public papers cannot be maintained.” 


The required-records doctrine thus emerges 
in full bloom. 


Genesis and Growth of Doctrine 


Courts at first held a limited view as to 
what constituted public records, and re- 
garded them, in a strict sense, as records 
made by a public officer in pursuance of a 
duty, the immediate purpose of which was 
to disseminate information to the public or 
to serve as a memorial of official transactions 
for public reference.® It was not necessary 
that the keeping of such records be ex- 
pressly required by law; it was sufficient 
that the records be necessary or convenient 
to the discharge of official duty.” 





8 It is interesting that the Court cites no fed- 
eral statute requiring the keeping of records 
by the subject corporation, but bottoms its deci- 
sion on the reserved power of the state to 
investigate contracts of its corporate creatures. 
The Court stated that while it was not intended 
to intimate that the federal government has a 
general visitatorial power over state corpora- 


tions, the federal government has the same right © 


as the state to see that its own laws are re- 
spected. Chief Justice Vinson, in the Shapiro 
case, states that although the Wilson case ap- 
plied to corporate records, Justice Hughes’ 
rationale sustaining the absence of the constitu- 
tional privilege against self-incrimination would 
have applied with undiminished force to an 
unincorporated business such as Shapiro’s. 

® State v. Grace, 43 Wyo. 454, 5 Pac. (2d) 
301; State ex rel. Beckley Newspapers Corpo- 
ration v., Hunter, 127 W. Va. 738, 34 S. E. 
(2d) 468. 

People v. Shaw, 17 Cal. (2d) 778, 112 Pac. 
(2d) 241. 
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Public records were construed to include 
assessors’ abstracts," death certificates,” 
judicial dockets,” judgment rolls,” legislative 
records,” marriage records, mechanics’ 
lien claims,” recorded plats,” tax records,” 
public hospital records,” reports of the Fed- 
eral. Trade Commission,” reports of the 
Works Progress Administration™ and re- 
ports under the Emergency Price Control Act.* 


Nonpublic records, although filed in pub- 
lic offices or with governmental administra- 
tive agencies, included separation agreements,” 
reports by government physicians to the 
Federal Veterans’ Bureau®™ and case his- 
tories kept by sheriffs.” 


The courts soon found inadequate their 
concept that public records were those usu- 
ally lodged in public record rooms, and 
thereupon extended its scope to comprehend 
records held in private custody. Thus, if 
the records dealt with property owned by 
the sovereign, such records, wherever kept, 
were public.” 





11 Randolph v. Lewis, 163 S. W. 647 (Tex.): 
Prange v. City of Marion, 319 Ill. App. 136, 48 
N. E. (2d) 980. 

12 Milwaukee Electric Railway & Light Com- 
pany v. Giardina, 222 Wis. 111, 267 N. W. 62; 
Case v. National Life and Accident Insurance 
Company, 66 N. E. (2d) 270 (Ohio App.). 

13 Morrow v. Pucher, 137 Misc. 592, 244 N. Y. S. 
174. 


14 Evans v. District Court of Fifth Judicial 
District, 50 Ida. 60, 293 Pac. 323. 

15 State v. Helseth, 140 So. 655 (Fla.); Steel 
v. Johnson, 9 Wash. (2d) 347, 115 Pac. (2d) 
145; Affonso Brothers v. Brock, 84 Pac. (2d) 
515 (Cal. App.); Amos v. Moseley, 74 Fla. 555, 
77 So. 619. 

16 Duncan v. State, 23 Okla. Cr. 321, 214 Pac. 
937; Goldsmith v. Hubbard, 183 Misc. 889, 52 
N. Y. S. (2d) 871. 

17D. I. Nofziger Lumber Company v. Solomon, 
13 Cal. App. 621, 110 Pac. 474. 

1% Hansen v. Lindstrom, 11 Pac. (2d) 232 
(Wash.). 

19 State v. Ramstad, 135 Wash. 346, 237 Pac. 
(2d) 994; Bagley v. Bloch, 83 Ore. 607, 163 Pac. 
425. 

2 Garza v. San Antonio Transit Company, 180 
S. W. (2d) 1006. 

21 Todd v. SEC, 137 F. (2d) 475 (CCA-4). 

22 Shneider v. State, 220 Ind. 28, 40 N. E. 
(2d) 322. 

23 Bowles v. Insel, 148 F. (2d) 91 (CCA-3). 

*4 Sanchez v. Spitzka, 183 Misc. 413, 48 N. Y. S. 
184. 

2 Fritz v. Metropolitan Life Insurance Com- 
pany, 50 Cal. App. (2d) 570, 123 Pac. (2d) 622. 

26 Larson v. Clough, 55 N. D. 634, 214 N. W. 
904. 

7 State v. Stein, 215 Minn. 308, 9 N. W. (2d) 
763 (records of licensed dealers in raw furs, 
which pelts came from wild animals owned by 
the state in trust for the people); Paladin v. 
Superior Court, 178 Cal. 369, 173 Pac. 588 
(licensed fish dealers, where the fish belonged to 
the state); Bradshaw v. Murphy, 7 Car. & P. 
612, 173 Eng. Rept. 269 (vestry books). 


Immunity frofn Subpoena 


Decisions soon began to whittle at the 
other end of the yardstick. “Just who is a 
public officer?” the courts began to ask. 
There could be little dgubt that corpora- 
tions granted utility monopolies were public 
servants, and the natural consequence was 
to hold that records kept by public utilities 
were in essence public records.* 


The big bite came when the courts de- 
cided that occupations which are malum in 
se, or so nearly malum in se as to endanger 
the public health, safety or morals, are con- 
cerned with a public interest to the extent 
that their records are quasi-public.” After 
the holding in the Wilson case, the federal 
courts steadfastly continued to hold that 
documents kept by individuals, natural or 
corporate, in an industry which was regu- 
lated by Congress for the public welfare 
and which was required to keep records, 
constituted public records.” (The number 
and variety of such regulated areas of ac- 
tivity are legion—as witness such national 
laws as the Shipping Act, the Packers and 
Stockyards Act, the Communications Act, 
the Securities Exchange Act, the Alcohol 
Administration Act, the Social Security 
Act, the Civil Aeronautics Act, etc.) 


Income Tax Records 


How public are income tax records? 





% Louisville and Nashville Railroad Company 
v. Commonwealth, 21 Ky. L. R. 239, 51 S. W. 
167 (railroad tariff sheets); (semble) Financial 
Aid Corporation v. Wallace, 216 Ind. 114, 23 
N. E. (2d) 472 (small-loan company records). 


2 St. Louis v. Baskowitz, 273 Mo. 543, 201 
S. W. 870 (junk dealers); State v. Legora, 162 
Tenn. 122, 34 S. W. (2d) 1056 (junk dealers); 
State v. Donovan, 10 N. D. 203, 86 N. W. 709 
(intoxicating liquors); State v. Smith, 74 Iowa 
580, 38 N. W. 492 (intoxicating liquors); People 
v. Henwood, 123 Mich. 317, 82 N. W. 70 (intoxi- 
cating liquors); (semble) Financial Aid Cor- 
poration v. Wallace, supra. 


3% U, S. v. Milligan, 268 F. 893 (DC N. Y.) 
(records required by Lever Act to be kept by 
a food dealer as a condition of doing business 
were records of a quasi-public nature, the keep- 
ing of which was a condition of his doing 
business); Fleming v. Montgomery Ward ¢€ 
Company, 114 F. (2d) 384 (CCA-7) (records kept 
under Fair Labor Standards Act); Rodgers v. 
U. 8., 138 F. (2d) 992 (CCA-6) (farm operators’ 
reports kept pursuant to Agricultural Adjust- 
ment Act); Bowles v. Joseph Denunzis Fruit 
Company, 55 F. Supp. 9 (DC Ky.) (written evi- 
dence of sales kept pursuant to authority of 
Emergency Price Control Act); Bowles v. Stit- 
zinger, 59 F. Supp. 94 (DC Pa.) (same); Bowles 
v. Glick, 146 F. (2d) 566 (same); Anderson v. 
District of Columbia, 48 Atl. (2d) 710 (DC Mun. 
App.) (records kept under District of Columbia 
Female Eight Hours Law); U. S. v. Jones, 72 
F. Supp. 48 (DC Miss.) (Fair Labor Standards 
Act). 
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It will be noted at the outset that returns 
are stated to be public records.” However, 
the point under scrutiny is not whether a 
return, once made, is a public document, but 
whether records in the hands of the tax- 
payer necessary to prepare the return are 
public records. 

By virtue of federal statute,” every per- 
son liable to any tax imposed under the 
relevant chapter of the law must keep such 
records, render under oath such statements, 
make such returns and comply with such 
rules and regulations as the Commissioner, 
with the approval of the Secretary of the 
Treasury, may from time to time prescribe. 


Regulations 111, Section 29.54-1 (as 
amended by T. D. 5381, 1944 CB 188) re- 
quire: “Every person subject to the tax 

. shall, for the purpose of enabling the 
Commissioner to determine the correct 
amount of income subject to tax, keep such 
permanent books of account or records, in- 
cluding inventories, as are sufficient to estab- 
lish the amount of the gross income and the 
deductions, credits and other matters re- 
quired to be shown in any return under 
chapter 1. . . . The books or records re- 
quired by this section shali be kept at all 
times available for inspection by internal 
revenue officers and shall be retained so 
long as the contents thereof may become 
material in the administration of any in- 
ternal revenue law.” ® 


Undeniably, income tax records kept pur- 
suant to the above statute and regulation 
are “required records”; yet such facile label- 
ing is not dispositive of their legal status. 





3123 USCA Section 55 (2d) (1). But cf. In 
re Comingore, 96 F. 552 (DC Ky.), aff’d 117 
U. S. 459. As to the constitutionality, construc- 
tion'and application of statutory provisions re- 
garding publicity or confidential and privileged 
character of income tax information or returns, 
see 151 A. L. R. 1049. 


32 26 USCA Section 54 (a). 


33 And see 26 USCA Section 3614 (a): ‘‘The 
Commissioner, for the purpose of ascertaining 
the correctness of any return or for the pur- 
pose of making a return, where none has been 
made, is authorized, by any officer or employee 
of the Bureau of Internal Revenue, including 
the field service, designated by him for that 
purpose, to examine any books, papers, records, 
or memoranda bearing upon the matters re- 
quired to be included in the return, and may 
require the attendance of the person rendering 
the return or any officer or employee of such 
person, or the attendance of any other person 
having knowledge in the premises, and may 
take his testimony with reference to the matter 
required by law to be included in such return, 
with power to administer oaths to such person 
or persons.’’ As to the constitutionality of stat- 
utory provisions for examination of records, 
books or documents for tax purposes, see 103 
A. L. R. 522. 


In the one case on record,™ decided after 
the Wilson case but before the Shapiro case, 
it was held, by implication, that such records 
are private. While the defendant was under 
an indictment for conspiracy to defraud the 
government, the internal revenue agent in 
charge of the defendant’s district called in 
the defendant for a. hearing, pursuant to 42 
Statutes 310, to determine the correctness 
of his income tax return. Upon the defend- 
ant’s refusal to produce his records, on the 
ground that to do so would tend to criminate 
him and might furnish evidence in the prose- 
cution of the pending indictment, the agent 
applied to the United States District Court 
for an order to compel the defendant to 
produce his books. 


The application was denied on the ground 
that the defendant was entitled to the pro- 
tection of the Fourth and Fifth Amend- 
ments, the court stating that the defendant 
could not be compelled to submit his books 
for examination, and by such means be re- 
quired to give testimony which would jeop- 
ardize his liberty, unless complete immunity 
was afforded.” Since it is established by the 
Heike case that statutory immunity provi- 
sions should be construed, so far as the 
words fairly allow the construction, as co- 
terminous with what otherwise would have 
been the privilege of the person concerned, 
the court here patently concluded that the 
defendant had a privilege to be protected. 
This conclusion could not have been reached 
had the ratio decidendi been that the defend- 
ant’s records were public records. 


Ramifications of Doctrine 


If records which are held to be public 
records are nonprivileged under the regula- 
tion by virtue of which they are kept, are 
they not similarly nonprivileged in any sort 
of legal action? Thus, if an examination of 





% Internal Revenue Agent v. Sullivan [1 ustc 
q{ 75], 287 F. 1388 (DCN. Y., 1923). 


35 15 Statutes 37, dated February 26, 1868, pro- 
vided disclosures made by parties or witnesses 
should not be used against them in any manner 
before any court of the United States or any 
officer thereof. See In re Strouse, Federal 
Cases No. 13,548 (DC Nev., 1871). This statute 
was repealed in 1910. The Compulsory Testi- 
mony Act of 1893 was enacted to provide com- 
plete security and thereby meet the decision of 
Counselman v. Hitchcock, 142 U. S. 547 (1892). 
See 24 Congressional Record 503 (1893). The 
prior-immunity statute provided merely that the 
evidence produced should not thereafter be used 
in evidence against the witness, and did not 
specifically provide for nonprosecution. See 118 
A. L. R. 602. 
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the records of an individual engaged in the 
processing and sale of essential commodities 
should disclose that the individual is in real- 
ity engaged in nonessential production, why 
cannot the records be utilized in prosecution 
for violations of selective-service legislation? * 
And since such records are public, why can- 
not government agents enter his home with- 
out a search warrant to examine and seize 
the records?” And why cannot the public 


at large peruse such records? * 





It is felt that although income tax records 
are required records within the strict mean- 
ing of Shapiro v. U. S., the failure so far, in 
peacetime at least, to brand income-produc- 
tion activity in general as regulated industry 
removes such records from the category of 
public documents. Tax counsel are advised 
to watch the spread of the doctrine in times 
of national and international stress. 


[The End] 








37 Cf. Davis v. U. 8., 328 U.S. 582. 


% Cf. Harris v. U. 8., 331 U. S. 145. 38 Evanston v. Gunn, 99 U.S. 660. 


Tue authors are mem- 
bers of the New Jersey 
Bar. Mr. Kamens formerly 
was a reviewer-agent of the 
Bureau of Internal Revenue 
in Newark, New Jersey. 
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AN EXPENSIVE HABIT 


Once again, Congress is considering legislation to assist states in collecting the tax 
which they claim is due on cigarettes purchased by their residents by mail from dealers 
in tax-free or low-tax states. This is not the first time that Congress has had the occasion 
to consider such a measure, a similar proposal having been made a year ago. For some 
time states imposing a tax on cigarettes have tried to get the out-of-state dealers to 
furnish them with a list of purchasers of such tax-free cigarettes without too much success. 
The measure currently before Congress (H. R. 195) would compel the furnishing of such 
information to all states imposing a tax on cigarettes. Should such a measure become 


law, the complaining states, with the help of such information, would merely have to bill 
the purchaser for the unpaid tax. 

It would seem that those states which have enacted cigarette ‘use’ taxes would have 
a much better reason for desiring such legislation and a more tangible basis for proceeding 
against the purchasers of mail-order cigarettes than those jurisdictions merely claiming to 
have been deprived of their cigarette tax revenue by the machinations of mail-order dealers. 


Immunity from Subpoena 643 
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THE TAX QUESTION 


By FREDERICK M. BRUELL, CPA 


MR. BRUELL’S ARTICLE COVERS THE FIRST SIX MONTHS 
OF THE YEAR. THE QUESTIONS AND THEIR ANSWERS ARE 
BASED ON ARTICLES PUBLISHED IN YOUR MAGAZINE... . 


Questions 


1. When there is a question as to 
whether forgiveness of indebtedness con- 
stitutes a nontaxable gift under the Ameri- 
can Dental Company case rule, or taxable 
income the tax on which can be post- 
poned under the provisions of Section 
22(b)(9) of the Code, what procedure 
should a taxpayer follow? 


2. Can a person have more than one 
business or trade for the purpose of Sec- 
tion 122, dealing with the net operating 
loss deduction? 


3. Name the three exceptions to the 
terminable-interest rule created in the 
Revenue Act of 1948. 


4.. What is the significance of these 
four Supreme Court decisions, which all 
have something in common: Koshland v. 
Helvering, Helvering v. Gowran, Helver- 
ing uv. Sprouse and Strassburger v. Com- 
missioner ? 





Answers 


1. The taxpayer should file Form 982 
with the return for the year in question, 
consenting to the adjustment of the basis 
of its property under Section 113 (b) (3). 
At the same time, the taxpayer should 
not permit a reduction of basis, taking 
the stand that the forgiveness of debt 
constituted a gift under the rule statute 
in the American Dental Company case. If 
this stand is not upheld, relief will then 
be available under Section 22 (b)(9). 
(“Forgiveness of Indebtedness,” January, 
page 31.) 


2. Yes. See Mertens, Law of Federal 
Income Taxation, Volume 5, Sections 
2%05 and 29.08. (‘Losses in One Business, 
Profits in Another,” January, page 53.) 


3. The three exceptions are as follows: 
(a) Section 812 (e)(1)(D), relaxing the 
rule where provision is made for a com- 
mon disaster. (b) Section 812 (e)(1)(F) 
covering property left in trust to a sur- 
viving spouse if the trust complies with 
the statutory requirements relating to 
distribution of income and disposition of 
principal. (c) Section 812 (e)(1)(G), as 
amended, dealing with life insurance pro- 
ceeds and endowment and annuity pay- 
ments. (“Using the Marital Deduction 
with Life Insurance, Endowments and 
Annuity Contracts,” February, page 89.) 


4. All four decisions deal with the line 
of demarcation between taxable and non- 
taxable stock dividends. In the Koshland 
case, where both common and preferred 
stock were outstanding, a dividend on the 
preferred paid-in common stock was held 
to be taxable income. This ruling was 
followed in the Gowran case, where both 
common and preferred stock were out- 
standing and a dividend on the preferred 
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5. What is a “spin-off” reorganization? 


6. What rule affecting the taxability 
of charitable foundations stems from the 
dictum in Trinidad v. Sagrada Orden de 
Predicadores? 


7. Foreign corporations and nonresi- 
dent aliens engaged in the business of 
buying or producing personal property 
outside the United States and selling it 
to American customers are subject to 
United States income taxation only if 
they sell their goods within the United 
States. How does the Bureau of Internal 
Revenue determine the place of sale for 
tax purposes? 


8. Name the three sections of the In- 
ternal Revenue Code which a writer has 
referred to as the Magna Charta of sound 
tax accounting. 


9. What Supreme Court decision sus- 
tained the income tax imposed under the 
Sixteenth Amendment, and was the au- 
thority for the Tax Court’s statement 
(Estate of John H. Wheeler): ‘“Retroac- 
tivity alone of a taxing statute is not 
sufficient to bring the law into conflict 
with the Federal Constitution”? 


10. What factor establishes the deduct- 
ibility of interest for an accrual basis 
taxpayer ? 


Tax Question 









stock was paid on the common. In the 
Strassburger case, where only common 
stock was outstanding, a dividend paid in 
a new issue of preferred stock was held 
to be nontaxable. The Sprouse case in- 
volved a situation where only voting and 
nonvoting common were outstanding. A 
dividend of nonvoting common stock dis- 
tributed to all the stockholders was held 
to be nontaxable. (“Stock Dividends and 
Stock Rights,” February, page 109.) 


5. A “spin-off” reorganization occurs 
when an existing corporation transfers a 
part of its assets to a new corporation in 
exchange for the new company’s stock, 
which stock is then distributed to the 
existing corporation’s stockholders pro 
rata. (“Split-Up and Spin-Off Reorgani- 
zations,” February, page 113.) 


6. The rule that the destination of the 
organization’s income is the ultimate test 
of exemption. (“A Primer on Charitable 
Foundations and the Estate Tax,” Febru- 
ary, page 116.) 


7. G.C.M. 25131, 1947-2 CB 85, states 
that a sale ordinarily takes place at the 
point where the seller transfers his rights, 
title and interest to the buyer. (‘‘Where 
Is a Sale Made?” February, page 133.) 


8. Section 41, dealing with accounting 
periods and methods; Section 42, cover- 
ing the period in which items of gross 
income are to be included; Section 43, 
concerning the period for which deduc- 
tions and credits are to be taken. (“Tax 
Accounting Compared with Recognized 


Accounting Principles,” February, page 
145.) 


+ 
9. Brushaber v. Union Pacific Railroad 
Company. (“Tax Classics,” March, page 
267.) 


10. Interest is deductible by an accrual 
basis taxpayer when certainty of the ob- 
ligation to pay exists. However, where 
the taxpayer’s ability to pay is doubtful, 
the deduction may be questioned. (“De- 
ductibility of Accrued Interest When 
Payment Is Uncertain,” March, page 
195.) 
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11. What may be the tax consequences 
of the termination of a pension plan? 


12. Are the proceeds of an embezzle- 
ment taxable as income? 


13. If a loss is sustained in connection 
with a transaction involving the sale and 
lease-back of corporate property, on what 
grounds may the loss be subject to attack 
by the Bureau of Internal Revenue? 


14. What is the significance of the 
term “potential deficiency” ? 


15. In the case of bankruptcy or re- 
ceivership, why should the receiver or 
trustee give timely written notice of his 
appointment to the Commissioner of In- 
ternal Revenue? 


16. What relief is available to tax- 
payers who have filed returns for a short 
period in connection with a change of 
taxable year? 


17. Where a retail store uses the LIFO 
basis of inventory, should a new appli- 
cation be filed to extend the use of LIFO 
to a new department? 


18. Where, as a result of a contro- 
versy involving a will, a surviving spouse 
receives an interest by assignment from 





11. If the employer cannot show busi- 
ness necessity, the plan may be retroac- 
tively disqualified under Section 165 (a). 
(“Tax Implications of Termination of 
Pension Plans,” March, page 191.) 


12. No. (“How the Federal Income 
Tax Applies to Illegal and Unlawful 
Gains,” March, page 214.) 


_ 13. The Bureau may claim that (a) the 

transaction constitutes a loan and not a 
sale; (b) the transaction was not at arm’s 
length; (c) no loss is recognizable under 
Section 112 (b) (1). (“The Sale and 
Lease-Back of Corporate Property—A 
Tax Problem,” March, page 225.) 


14. A “potential deficiency” may be 
created by the Bureau of Internal Rev- 
enue in auditing a tax return for a year 
to which a loss is being carried back. 
While the carry-back may exceed the 
disallowed deductions which have created 
the “potential deficiency” and entitle the 
taxpayer to a refund, it has been the 
practice of the Commissioner to charge 
interest on the “potential deficiency,” 
thus reducing the amount to be refunded. 
The present policy of the Bureau appears 
to be to charge interest on the “potential 
deficiency” from the due date of the re- 
turn to which the loss is being carried 
back, to the due date of the return on 
which the carry-back arises. (“Recent 
Developments in Excess Profits Tax,” 
April, page 307.) 


15. Section 274 (a) of the Internal 
Revenue Code and Regulations 111, Sec- 
tion 29.275-1 (10), provide that the stat- 
ute of limitations is suspended from the 
date of adjudication in bankruptcy until 
thirty days after the notice is received 
from the trustee or receiver. (The period 
of suspension cannot exceed two years.) 
(“The Relentless Creditor,” April, page 
325.) 


16. Section 47 (c) (2) provides relief 
by providing for a tax computation based 
on a twelve-month period beginning with 
the first day of the short period. (‘‘Re- 
lief in the Income Tax Provisions,” April, 
page 359.) 


17. It is advisable to file a new appli- 
cation if the merchandise to be handled 
was not covered in the retailer’s original 
application for the elective inventory 
method. (“LIFO for the Department 
Store,” May, page 407.) 


18. Yes, if the assignment was a “bona 
fide recognition of enforceable rights” of 
the surviving spouse in the decedent’s 
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another, can such assigned interest qual- 
ify for the marital deduction? 


19. In the light of the Supreme Court 
decision in Estate of-Sidney M. Spiegel v. 
Commissioner, what must the grantor of 
a trust do to avoid the possibility that 
the corpus will be taxed to his estate 
under Section 811 (c) of the Internal 
Revenue Code? 


20. What is the “rule of indivisibility” 
which confronts a creative artist who is 
desirous of converting the fruit of his 
labor into capital gain rather than ordi- 
nary income? 


21. From an accounting standpoint, 
how should unrealized gross profits on 
installment sales be treated on published 
statements? 


22. How is the increment on corpo- 
rate discount bonds taxed? 


23. If life insurance proceeds payable 
to beneficiaries other than an estate are 
to be free of federal tax to the insured’s 
estate, what are the prerequisites? 


24. A taxpayer may be called upon 
during a taxable year to make a contribu- 
tion of such magnitude that he knows it 
will be partially nondeductible because 
of the percentage limitation on charitable 
deductions. How can he make the con- 
tribution and at the same time safeguard 
his right to the deduction? 


25. When preferred stock is called and 
redeemed at a price reflecting accrued 
dividends which have not been declared, 
how is the redemption treated for federal 
tax purposes? 





estate. (“Amendments to the Estate and 
Gift Tax Regulations Reflecting 1948 
Revenue Act Changes,” May, page 427.) 


19. The grantor must remove all pos- 
sibility that the trust corpus will ever 
find its way back into his estate. (“Church- 
Spiegel Decisions—A New Bombshell to 
Existing Trust,” May, page 444.) 


20. This rule was stated in Witmark & 
Sons v. Pastime Amusement Company, 
where the court said that “a copyright is 
an indivisible thing, and cannot be split 
up and partially assigned either as to 
time, place or particular rights or privi- 
leges less than the sum of all the rights 
comprehended in the copyright.” (“Taxa- 
tion of Copyright,” June, page 503.) 


21. Net income should be determined 
on the accrual basis after providing for 
estimated federal and state taxes on the 
unrealized profits. The tax provision on 
the unrealized gross profits may be 
shown just below the current liability 
section under a caption such as “Con- 
tingent and Deferred Provision for Federal 
and State Income Taxes.” (‘Unrealized 
Gross Profits of Installment Dealers,” 
June, page 521.) 


22. As capital gain by virtue of Sec- 
tion 117 (f) of the Internal Revenue Code. 
(“Tax Problems in the Formation and 
Operation of a Corporation,” June, page 


558.) 


23. Section 811 (g)(2) of the Code re- 
quires (1) that the insured have no inci- 
dent of ownership in the policy at death, 
either alone or in connection with any 
other person, and (2) that the insured 
not pay the premiums or other consid- 
eration for the policy directly or indi- 
rectly. (“Tax Fundamentals of Life 
Insurance Planning,” June, page 575.) 


24. A note may be issued to the char- 
itable organization, and the taxpayer will 
take as a deduction only the payments 
made on the note during the taxable 
year. Meanwhile, the charity can derive 
full use of the contribution by discount; 
ing the note. (“How to Operate a Busi- 
ness to Get the Lowest Taxes,” June, 
page 583.) 


25. The entire proceeds are usually 
taxable as capital gain. (“Securing the 
Best Tax Position in the Purchase and 
Sale of Property,” June, page 592.) 











































THE PRESENT VALUE 


OF AN INCOME FOR LIFE 


By R. L. ROCKEFELLER 


THE AUTHOR’S CHARTS USE A THREE PER CENT INTEREST 
RATE IN COMPUTING THE PRESENT VALUE OF ONE DOLLAR 


5 apes PROBLEM of determining the 

present value of an income for life on 
a fixed sum, or a fixed income for life, 
occurs fgequently in estate tax returns, em- 
ployee pension funds, etc. 


While the federal estate tax law does not 
provide for either the mortality table or the 
rate of interest to be used, Section 81.10 (i) 
of Regulations 105 provides for. the use of 
the Actuaries’ or Combined Experience 
Table of Mortality with interest at four per 
cent. New York and a number of other 
states provide similarly. 

The aforementioned table is based on the 
study of some 140,000 insured lives with 
seventeen British life insurance companies. 
The last of those insured died over a cen- 
tury ago. 

The reason the advance of the medical 
profession over the past century has been 
ignored is simple: no more recent study 
had ‘general acceptance until January 1, 1948, 
when insurance companies in the United 
States adopted the excellent study made 
by the National Association of Insurance 
Companies. 

This table, called the Commissioner’s 1941 
Standard Mortality Table, should replace 
the outdated Actuaries’ or Combined Expe- 
rience Table in the federal and state regu- 
ations as soon as is practicable. It is shown 
here as Table B. 


The Treasury Department has not been 
acting entirely as a Santa Claus in allowing 
the use of the too short life expectancy 
table, since this advantage has been offset 


by the use of a four per cent earning rate. 
This rate is obviously impossible of achieve- 
ment by a prudent investor. Numerous 
cases appealing for the use of a normal rate 
of interest have been turned down by the 
courts on the basis that the damage to the 
taxpayer in the use of an obviously exces- 
sive interest rate was probably offset by the 
advantage to him in the use of an outdated 
mortality table. 


It is now possible to refer to the new 
mortality table and use a practical rate of 
interest. Other conditions being equal, the 
prevailing rate of interest tends to go down 
with the age or stability of a country. The 
law must provide gradual and simple change, 
exact valuation with every temporary change 
of conditions being impractical. 


Since 1932 the Treasury Department has 
ruled that three per cent of the receipts 
from annuities represents income. While in- 
vestors limited to legal or prudent invest- 
ments could not obtain such a net income 
for the past quarter of a century, and will 
not be able to obtain such a rate in the 
future as far as one can predict, a yield of 
something over two per cent would prob- 
ably be representative. 


However, change is slow, the benefit of 
the doubt is usually given to the nontaxpayer 
at the expense of the taxpayer, and any 
change of rate will not deal in fractions. 
On this basis, it appears a reasonable cer- 
tainty that the Regulations will be changed 
to a three per cent basis, or so determined 
by court action. 


Mr. Rockefeller is a specialist in tax and accounting problems of trusts and estates, with 
offices in New York City. The charts are published through the courtesy of 
the National Association of Insurance Commissioners and the Actuarial 
Society of America 
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TABLE 


A 


ACTUARIAL CALCULATION 
Present Value of One Pollar Payable for Life, to Age 49, 








Commissioner’s 1941 Standard Ordinary Mortality Table, at 3% 


Years 
Subsequent 
to Age 49 


COONAURWNHH 


Income for Life 


A 
Lives in 
Being 


810900 
800910 
790282 
778981 
766961 
754191 
740631 
726241 
710990 
694843 
677771 
659749 
640761 
620782 
599824 
577882 
554975 
531133 
506403 
480850 
454548 
427593 
400112 
372240 
344136 
315982 
287973 
260322 
233251 
206989 
181765 
157799 
135297 
114440 
95378 
78221 
63036 
49838 
38593 
29215 
21577 
15514 
10833 
7327 
4787 
3011 
1818 
1005 
454 
125 


B 
Ratio Living 
Each Year 
(A + 820292) 
9885504 
.9763718 
.9634155 
.9496387 
.9349853 
.9194177 
.9028870 
8853445 
.8667523 
8470679 
8262558 
.8042855 
7811377 
.7567817 
312323 
.7044833 
.6765579 
.6474926 
.6173448 
.5861937 
.5541295 
.5212693 
.4877678 
.4537896 
4195287 
.3852067 
.3510616 
.3173528 
.2843512 
.2523358 
.2215857 
.1923693 
-1649376 
1395113 
.1162732 
.0953575 
.0768458 
.0607564 
.0470479 
.0356154 
.0263040 
.0189128 
.0132063 
.0089322 
.0058357 
.0036706 
.0022163 
.0012252 
.0005535 
.0001524 


Cc 
Present 


Value of $1@3% 


.9708738 
9425959 
9151417 
8884870 
8626088 
8374843 
8130915 
.7894092 
.7664167 
.7440939 
7224213 
7013799 
6809513 
.6611178 
.6418620 
.6231669 
.6050164 
.5873946 
5702860 
5536758 
5375493 
5218925 
5066918 
4919337 
4776056 
4636947 
4501891 
4370768 
4243464 
.4119868 
3999872 
3883370 
3770262 
3660449 
3553834 
3450324 
3349829 
3252262 
3157536 
3065568 
.2976280 
2889592 
2805429 
2723718 
.2644386 
.2567365 
.2492588 
2419988 
.2349503 
.2281071 


D 
Value of 
$1 for Life @ 3% 
cB 3¢ €) 
9597577 
.9203241 
8816617 
.8437416 
8065265 
.7699979 
.7341297 
.6988991 
.6642934 
.6302981 
.5969048 
5641097 
.5319167 
.5003219 
.4693502 
.4390107 
4093286 
.3803337 
3520631 
3245613 
.2978719 
.2720465 
.2471479 
.2232344 
.2003693 
.1786183 
.1580441 
.1387075 
.1206634 
.1039590 
.0886314 
.0747041 
.0621858 
.0510674 
.0413216 
.0329014 
.0257420 
.0197596 
.0148555 
.0109181 
.0078288 
0054650 
.0037049 
.0024329 
.0015432 
.0009424 
.0005524 
.0002965 
.0001300 
.0000348 


14.8632106 





TABLE B 


COM MISSIONER’S 1941 STANDARD ORDINARY MORTALITY TABLE 
Number Living at Beginnthg of Each Year 


Age Living Age Living 
1 1,000,000 25 939,197 
2 994,230 26 936,492 
3 990,114 27 933,692 
4 986,767 28 930,788 

29 927,763 





5 983,817 30 924,609 

6 981,102 31 921,317 

7 978,541 32 917,880 

8 976,124 33 914,282 

9 973,869 34 910,515 
10 971,804 35 906,554 
11 969,890 36 902,393 
12 968,038 37 898,007 
13 966,179 38 893,382 
14 964,266 39 888,504 
15 962,270 40 883,342 
16 960,201 41 877,883 
17 958,098 42 872,098 
18 955,942 43 865,967 
19 953,743 44 859,464 
20 951,483 45 852,554 
21 949,171 46 845,214 
22 946,789 47 837,413 
23 944,337 48 829,114 
24 941,806 49 820,292 


In Table A attached is shown the method 
of calculating the present value of one dol- 
lar due at the end of each year during the 
life of a person aged forty-nine, at a three 
per cent rate and according to the new 
mortality table shown in Table B. The 
resulting value of $14.8632106 compares with 
a value of $12.75717 shown by the present 
Regulations. 

While the computation shown in Table A 
appears somewhat formidable, it is a simple 
calculation. Eventually the answer for each 
age will be printed in the Regulations, but 
an understanding of the basis may prevent 
misuse of such tables. The last column is 





Age Living Age Living 
50 810,900 75 315,982 
51 800,910 76 287,973 
52 790,282 77 260,322 
53 778,981 78 233,251 
54 766,961 79 206,989 








55 754,191 80 181,765 
56 —-740,631 81 ‘157,799 
57. 726,241 82 135,297 
58 —- 710,990 83 114,440 
59 = s-«6 94,843 84 95,378 
60 677,771 85 78,221 
61 659,749 86 63,036 
62 640,761 87 49,838 
63 620,782 88 38,593 
64 599,824 89 29,215 
65 577,882 90 21,577 
66 554,975 91 15,514 
67. 531,133 92 10,833 
68 506,403 93 7,327 
69 480,850 94 4,787 
70 454,548 95 3,011 
71 ~—- 427,593 96 1,818 
72 400,112 97 1,005 
73 «372,240 98 454 
74: 344,136 99 125 


merely the present value of one dollar times 
the percentage of people dying each year; 
the sum of such values is the total present 
value. 


For any calculation involving problems 
beyond those stated in the Regulations, see 
a book on inheritance tax calculations. If 
the problem is beyond the specimens shown, 
an actuary should be consulted. Also, no 
matter how logical a mathematical formula 
may appear, any use of a life expectancy 
figure makes the result erroneous. While 
widely publicized, life expectancy figures 
should be used only as a topic of conver- 
sation. [The End] 


QVCO 
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SIMPLIFIED 


By H. S. WITTNER 
CPA 
New York 


This article may not be so much for 
the tax man as it is for some of the 
clients the tax man deals with. The 
glossary at the end of the article is 
helpful, too. 


‘N THE TWENTY-FIVE YEARS of 
his practice in public accountancy, the 
author has witnessed a steady stream of 
businessmen and business women, merchants, 
lawyers, engineers, architects and doctors, 
who were completely at sea with respect to 
anything that resembled a financial state- 
ment. Some, pretending to understand but 
preferring to suffer in ignorance, tried to 
hide behind a curtain of silence. Others 
timidly ventured an occasional question, and 
still others attempted to conceal their igno- 
rance with a barrage of questions. Most 
were frightened at.the sight of figures— 
some to the point of semiparalysis. It has 
been said, and not lightly, by a prominent 
accountant: “Very few business executives 
know how to read a balance sheet intelli- 
gently.” Some do not even know what it is. 


To understand a financial statement and 
to discuss it intelligently, it is not necessary 
to be an accountant. With that as a beacon 
light, plus these few unassuming pages, re- 
duced to the barest and most painless essen- 
tials, perhaps some progress toward wider 
understanding of financial statements is pos- 
sible. To that end, the author has drawn 
exclusively on daily experience in business, 
and has shunned reference to even a single 
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textbook in order to avoid the unwitting in- 
troduction of technical material which might 
add to the reader’s fear of figures. 


In this humble crusade, the lack of strict 
regard for accounting theory may be repug- 
nant to the professional. These pages are 
not intended for him. They are for the lay- 
man, sorely beset by technicalities on all 
sides. If he learns to talk intelligently in a 
common language with his accountant, the 
profession probably will not complain. The 
writer, certainly, will be among the grateful. 


Two Questions and Two Answers 


You are about to enlarge your circle of 
business acquaintainces. Two individuals 
will be presented to you. You may have met 
them before. If so, your previous introduc- 
tion quite likely was one of those passing 
contacts where you shook hands and promptly 
forgot the names. In that case, you cer- 
tainly had no opportunity to learn anything 
of their personalities. If you have not met 
them at all, you will now not only learn 
their names (which, incidentally, they have 
a habit of changing) but have a chance to 
know them inside and out. 


Who are these strangers? They are two 
individuals used in business to carry im- 
portant messages. They constantly plead 
for your attention. They beg to show you 
whether your business is succeeding or fail- 
ing. They warn you to search for as much 
information as possible. In short, they 
earnestly ask you to make friends with them 
so that you, the owner, will know what 
your business is doing, how much value 
there is in it and how that value may be 
used to the best advantage. 
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Your new friends-to-be are generally 
spoken of as financial statements. You will 
have to call on them when you want to know 
whether your business affairs are prosper- 
ing or not. When you are ready for their 
messages, you will probably call for them 
by asking two familiar questions. 


You, the owner-manager of a business, 
are now ready to ask those questions. You 
have just finished a busy year. Satisfactory 
achievements are anticipated. You will want 
to know how much profit you made. If you 
are uneasy about the year’s activities, you 
may want to know how much you lost; but 
ordinarily you will not look for bad news. 
Whether concerned with profit or loss, it is 
the nature of the question that is important. 
What you really will ask is “What happened ?” 


You receive your answer. Ignore, for the 
moment, the exact contents of the reply. Its 
specific parts will interest you later. For the 
present, you are concentrating on the type 
of question. You have inquired for informa- 
tion concerning a chain of events. You suc- 
ceed in finding out what happened, and you 
are now ready to ask your second question. 


This question and the popular conception 
of the answer in its complete form are often 
vague and perplexing. Groping attempts are 
made by inquiries such as “How much cash 
is in the bank?” or “How much merchandise 
is on hand?” You, however, are more sure 
of your ground. You know exactly what 
kind of information you are after. You ask: 
“How do we stand?” 


Business was good during the past year 
and your financial condition should have 
been strengthened. Was it? The answer 
you receive is “Yes” in effect, but again the 
exact content of the answer is of no imme- 
diate consequence. Again it is the nature 
of the question that should be noted. This 
time the question deals with a single link 
instead of with a chain as in the first query. 
When you ask “How do we stand?” it is 
the word “stand” which emphasizes the kind 
of information you are requesting. It is 
“position” that you are seeking—financial 
position—after a chain of events is complete. 


There are, then, two important questions 
to be answered concerning the business of 
the year. The essentials are: (1) What hap- 
pened? (2) What is our position? 


The essential nature of the questions hav- 
ing been determined, it is next important to 
find their essential difference. And once that 
difference is found, it should be understood 
as thoroughly and clearly as the difference 
between a given name and a family name. 


No other factor concerning the understand- 
ing of financial statements compares with it 
in fundamental importance. 


“What happened?” is an inquiry concern- 
ing a series of events. The answer to that 
question is a narration, a history of occur- 
rences, a group of scenes constantly in mo- 
tion. Its natural characteristic is action. 
It is dynamic. 


“What is our position?” calls for the de- 
scription of a single picture the elements of 
which are true only at a single moment of 
time. Its special quality is immobility. It 
is motionless. It is static. 


“What happened?” is a moving picture 
reeled off from January 1 to December 31. 
“What is our position?” is a still photograph 
snapped on December 31. Once grasped, 
this distinction is the key to the thorough 
understanding of financial statements. If 
this difference is clear, you will have no 
difficulty in recognizing the answers regard- 
less of whether you sell ocean liners or 
onions. Whether you sell on cash or credit, 
the same principles will apply. If you sell 
advice instead of apples, the same mechan- 
ism is used to inform you of business activi- 
ties and results. If you lend and invest 
money, the same devices are laid before you 
to answer these two questions. In short, in 
any conceivable business worthy of the 
name, these two questions will apply and 
the same pair of tools is used to supply 
the answers. 


Not unnaturally, the answers are related 
to each other. “What happened” is a cause 
and “position” is the result. There are links 
in financial statements, clearly and specifi- 
cally disclosing this connection. At the right 
moment these links will reveal themselves. 
Because of such links the two answers al- 
most always are presented simultaneously. 
They are coupled like Siamese twins. In- 
deed, they are the twins of financial reports. 
They were born many years ago; they are 
fed and joined by the same life stream; they 
are recognized throughout the business 
world. You should know them intimately. 
They will here, for the first time in their 
lives, be given nicknames to permit you to 
make close friends of them. 


Friends of the twins call them Action and 


‘Result. When a business year closes, Action 


will tell you what happened during that 
year and Result will give you your position 
at the year end. With the beginning of the 
next year, Result will illustrate what you 
start with, which, of course, is the same 
position you finished with in the previous 
year. Then Action begins once more to 


652 July, 1949 © TAXES—The Tax Magazine 





ee Tete eee ET 


ani sib sama 








seashells: it ARMOR Mlle re et <r tis a ws 












— ee T'S os rrmca"” 





Pe Da nas ic li A a eas 


seat 


| 
i 
4 





portray the course of events, with Result 
coming again at the close, and so on. 


When you eventually become the mer- 
chant prince of your ambition, you will make 
good use of Action and Result. You will use 
them now, even though you find yourself 
serving temporarily as business manager for 
a small engineering office. 


The firm has been in existence for a num- 
ber of years. Hence, Result was alive when 
the present year began. What did he look 
like at the start? In other words, “What 
was our position at the beginning of the 
year?” The answer: 


“On January 1 we had cash of $8,000 in 
the bank and $50 in the office cash box. We 
also had office furniture and other equipment 
worth $700. We owed $200 to a consultant 
and $50 for equipment and supplies. Our 
capital was $8,500.” 


This is Result as he looked one year ago. 
Note his snapshot character, and let it sink 
well into mind. Ignore the volume of money 
mentioned. No matter how many figures 
are given, all have significance with respect 
to one factor—the date. They were true on 
that date and on that date only. They were 
not the same two days before, nor one day 
after, nor, indeed, the following hour. In 
short, the figures describe the position of 
your business at a single, nonrecurring mo- 
ment. Note this static quality. It is the big 
difference between Result and his brother, 
Action. It is the stamp of all statements of 
condition. When this static character is 
permanently imprinted in the mind, then the 
figures may be contemplated. 


Generations ago, accountants hit on 
mechanics lending themselves to the method 
of presenting figures. That presentation, the 
essence of which is brevity and orderly ar- 
rangement, is the standard garb in which 
the accountant dresses Result. In his formal 
regalia, he looks like this: 


Assets, Liabilities and Capital 








January 1 
Assets 
Pree ee $8,000 
ee er ‘ 50 
Furniture and equipment.......... 700 
IE. 6 eS Sac emcee eas $8,750 
Liabilities 
Consultants’ bill payable ..... $200 
Accounts payable (supplies).. 50 
Totsl WARNS... «5 nr ec ness 250 
ID “peated vas tSencte $8,500 
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You have probably seen something like it 
before. It contains exactly the same facts 
described in the original answer. The change 
in Result is one of externals only. In the 
first instance he appeared before you in 
tatters. Now he is dressed in sparkling new 
clothes in which he is ready to make a 
formal entrance at all times. 


Having informed yourself of the business 
position at the beginning of the year, you 
are now ready to meet Result’s twin brother 
in the flesh. His name, you will recall, is 
Action. Here he is, in answer to your ques- 
tion, “What happened during the year?” 


“In the past year we served as engineers, 
receiving a total of $17,000 for our work. 
We paid $4,100 to our help. We also paid 
$900 for rent and $300 for other expenses. 
When the year closed, we had $11,700 left 
from the year’s income.” 


See the startling difference between Action 
and his twin brother. This fellow wants to 
keep on the move constantly. Ignore mo- 
mentarily the figures he is holding up for 
your inspection. Notice merely that they 
come from some activity during the year: 
“we served,” “receiving,” “we paid.” There 
is a flowing character in this description. 
Note it carefully. It is the permanent hall- 
mark of all statements of business activities. 


Given the same personal shine as his 
brother, Action looks like this when togged 
out in accounting finery: 


Income and Expense for Year 

Income 
Engineering services 

Expense 


Employees’ salaries 
ei oor 900 


$17,000 


TOtal EXPENSE... occ os ess 5,300 





Net income for year 








What happened during the year? Briefly, 
a profit of $11,700 was earned from the ac- 
tivities listed in the foregoing statement of 
income and expense. 


You have now made the acquaintance of 
Action and Result, the Siamese twins of 
business reports. Look them over and learn 
to recognize them as you would the features 
of any friend. You will meet them, under 
slightly different names and dress, many 
times; but they will always be the same 
Action and Result. You will be fascinated 
in discovering the life stream that feeds 
them both, and it will interest you to find 
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how they vary in detail but never in function 
or general appearance. 


‘Where Is the Capital?” 


You are curious now about your position 
when the year ended. A profit having been 
earned, the financial position at the end of 
the year should be better than at the start. 
Again Result presents himself for your in- 
spection. You find the year-end position to 
be very satisfactory: 


Assets, Liabilities and Capital? 
December 31 








Assets 
TT $18,775 
OO OS ee rere 50 
Furniture and equipment......... 1,500 
HD. ov iin vanes ciinua $20,325 
Liabilities 
Consultants’ bill payable.... $100 
Accounts payable .......... 25 
fe rere 125 
ED Var tin Genesee Rae en $20,200 





You notice capital is now $20,200, and 
you will recall that it was $8,500 at the be- 
ginning of the year. What made the capital 
grow? The evidence is simple, and you may 
easily guess it: 





Capital at beginning of year...... $ 8,500 
vont for year... . 2... ne cece ces 11,700? 
Capital at end of year............ $20,200 





Nothing is more logical than that capital 
should increase because of profits or de- 
crease because of losses. An impressive 
illustration of this is found if a loss is as- 
sumed instead of a profit. Suppose the year 
was a bad one for business, and ended with 
a loss of $8,500: 


Capital at beginning of year........ $8,500 
Loss for year 8,500 


Capital at end Of year..........4..:.. 0 


Here Action has not been very kind to you. 
The entire capital has been lost. 


Fortunately, business was good and you 
earned a profit of $11,700, swelling your 
original capital to $20,200. You have now 
reached the point where you, in company 





1 Assets are the things you own. 
are what you owe. 
later. 

2 See Action on p. 653. 


Liabilities 
They are fully explored 


with ten thousand other managers, will usu- 
ally ask the same question: “Where is our 
capital of $20,200?” 


You thumb over Result painfully, looking 
for something with more definite meaning than 
the words “Capital . . . $20,200.” You no- 
tice “Cash . . . $18,775”—not far from $20,200, 
but not the same. Why does it differ? 
Where is the capital? The answer is that 
capital is not entirely in the form of cash, 
nor entirely in any one form. It is dispersed 
through your assets and liabilities, as you 
will see in a moment. 


Before illustrating this, a deeply rooted 
fallacy prevalent among merchants should 
be uprooted. Traders have naturally kept 
their eyes glued on their money bags from 
the beginning of time. The “cash” frame of 
mind is a strongly intrenched habit. Prob- 
ably for generations, small merchants have 
been known to “go into business with a 
capital of $20,200” or some other sum, what- 
ever it may be. This initial capital was 
something that imbedded itself in the mind 
as cash. In many cases it was cash, and in 
many others at least part of it was not cash. 
It may have been in the form of goods, 
machinery or any commodity useful in business. 


But even if it is all in cash initially, it 
will almost immediately begin to change its 
form. Beginning business with the purchase 
of a piece of equipment instantly transforms 
part of the cash capital into machinery or 
something else. This transformation of cap- 
ital is the perpetual metamorphosis of busi- 
ness, applying even to a highly specialized 
trader like the banker, whose basic com- 
modity is cash or its equivalent. Not only is 
his capital, chiefly, not in cash, but he must 
be careful to keep most of it in some other 
form or risk severe losses. 


In your case, the same forces are at work. 
Your capital, at any time, is not all in cash, 
nor in any one item. It consists of every- 
thing you have, diminished by what you 
owe. Expressed in accounting language and 
somewhat oversimplified, your capital is 
your total assets, less your total liabilities. 
Look back at Result. You will find the two 
figures to be: 





UM CS Se sc ht $20,325 
Total liabilities (minus) .......... 125 
WEB, 5 cos cde Ree $20,200 





This is the one and only formula for de- 
termining capital. If you want to know more 
about the specific form of your capital, look 
at the items that make up total assets and 
those that make up total liabilities. There 
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you will find the only answer to the question 
“Where is our capital?” 


‘*‘Where Is the Profit?”’ 


Even more popular is the question “Where 
is the profit?” It is also a more logical ques- 
tion. The answer is of a kind that requires 
a bit of interesting spade work. Suppose 
you investigate. 


You were informed by Action on page 
653 that a net income (profit) of $11,700 
was earned during the year. If you are like 
ten thousand others, you will begin thumb- 
ing the pages of your financial report and 
wondering where this profit has concealed 



















itself. If you are not yet rid of the “cash” 
habit of thinking, you will probably search 
Result on page 653, in an effort to find the 
amount of cash in the bank. Again you will 
look at “Cash on deposit . . . $18,775” at the 
year end. 


“Cash on deposit .. . $18,775. Profit... 
$11,700.” You compare them once, then 
compare them again. No progress. And you 
will be properly puzzled by the comparison, 
for these figures should not be compared at 
all. The comparison means exactly nothing. 


But if you can get yourself to think in 
terms of assets instead of cash, this is what 
you will do to find how your profits have 
woven themselves into your business: 














Assets Assets 
at Beginning at End 
of Year of Year Increase Decrease 
ee $8,000 $18,775 $10,775 
ee 50 = ee ek 
Furniture and equipment ...... 700 1,500 800 eee 
PRE oon. ae see $8,750 $20,325 $11,575 ie 
(1) 
Liabilities Liabilities 
at Beginning at End 
of Year of Year Increase Decrease 
Consultants’ bill payable ....... $ 200 a ee $100 
Accounts payable ..........6:. 50 rere 25 
TO er ester $ 250 a ee $125 
(2) 


Here you have made a simple comparison 
of your position at the year end with the 
position at the beginning of the year. You 
find at (1) that your various assets increased 
by a total of $11,575, and at (2) that your 
debts diminished by a total of $125. 


Would you feel that an increase in your 
assets was a profitable development? Would 
you say that a decrease in your liabilities 
was a profitable result? Both are. Hence: 





Total increase of assets ........... $11,575 
Total decrease of liabilities ........ 125 
Profil 16f (he Yea? . 5... 65 a2 aoe $11,700 








This shows you to the dollar where the 
profits have settled themselves. If you want 
to know specifically where the profit changes 
occurred, trace the items making up the 
first two figures above. 


In fact, the comparison statement is worth 
a second look. You might speculate on pos- 
sibilities such as decreases in your assets and 
increases in your liabilities. Could there 
have been a profit if such changes had ap- 
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peared with those above? There could. If 
there had been only decreases in assets and 
increases in liabilities, could a profit show? 
It could not. What happens if there are 
only increases throughout? Or only de- 
creases? Finding these answers is an inter- 
esting procedure, though not essential at the 
moment. 


At any rate, the comparison you made 
above answers the question “Where is the 
profit?” It is the only method for providing 
this answer. 


The answer having been found, of what 
use is it? It is not of much use. In that 
case, you may ask, why trouble to find the 
answer? There are a number of reasons for 
doing so. First, though the question is super- 
fluous, those who ask it often persist in de- 
manding an answer and the foregoing answer 
is the only one. Second, occasionally the 
answer is of some use. Now and then, for 
some special purpose, the changes in the 
various assets and liabilities are of interest, 
and they may be plotted in this manner. 
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However, “Where is the profit?” is a ques- 
tion which, except in special cases, should 
not be asked. To ask it is, in a manner of 
speaking, an insult to the twins, Action and 
Result. It makes little difference where the 
profit lies specifically, so long as it is there. 
Given Action and Result, you can make al- 
most any decision of importance. If profits 
have concentrated themselves too heavily in 
one particular form, Result will usually dis- 
close it to you readily. If the profits are 
inadequate, Action will tell you so. Profits, 
as you have seen, are reflected in the swell- 
ing of your various assets and the shrinkage 
of your liabilities, or both. The precise points 
of change are scarcely required information. 


But from this rather irrelevant question, 
Action and Result get an interesting idea. 
They see an opportunity to show you some- 
thing far more useful to your understanding 
of them. Since they are Siamese twins, they 
are joined together for life. They are now 
about to display one of the fascinating links 
which joins them. 


That link is “profits.” You will recall that 
Action showed you a profit of $11,700 (page 
653). You will also recall that Result showed 
you total assets of $20,325, total liabilities of 
$125 and capital of $20,200 (page 654). 
“Now,” says Result, “I will change the ar- 
rangement of the figures I showed you on 
page 654, and I will set them up like this: 


Ot GSSAS ....... =. .0% $20,325 
Total ae 
Total liabilities .......$ 125 
ME coke ky ern 20,200 
TD Gave cxans ence $20,325 


“And,” continues Result, “please notice 
that the total on my left side equals the 
total on my right side. It is not so by acci- 
dent. I will prove it for you. 


“Suppose I had made an error. Assume 
that by mistake I showed you $8,500 (the 
capital at the beginning of the year—please 
see page 654) instead of the correct year-end 
capital of $20,200. Then my setup would 
look like this: 


Total assets .... . $20,325 
TOUR < xik8% a - $20,325 

Total liabilities ....... $ 125 

Capital (error) ....... 8,500 
PURE ates ore ..$ 8,625(?) 


“Something wrong,” says Result. “You 
may not think it important, but my two 


totals must always equal each other, for I 
am an orderly person, always working 
under certain laws. (Later I will explain 
this further.) Here my left and right totals 
do not agree. There is a discrepancy of— 
let’s see— 





ett made 2.6.0.4.) $20,325 
Night side ..../... 8,625 
Difference ........ $11,700 


“This will never do,” says Result. “I 
must have my brother’s profit of $11,700. 
Otherwise I will be staggering along, all 
out of balance.” 


Of course, Result is right. You have 
agreed that increases in assets and reduc- 
tion of liabilities indicate a profit and hence 
tend to increase capital. Since capital is a 
part of Result’s attire, he must include 
Action’s profit in order to show himself on 
an even keel. Without that profit included 
in his capital, he will be out of balance, as 
he showed you. In this way, Action and 
Result are permanently tied together wherever 
you may meet them. 


Action and Result in Disguise 


In your time you have probably seen a 
good many financial statements. In a gen- 
eral way, you have been exposed to them 
and you may have a fair grasp of their 
functions. Yet it is a good guess that one 
item or another has always made you a bit 
foggy. Occasionally forms or titles throw 
you off balance. 


For certain reasons (and not very good 
ones), the twins Action and Result often 
go under aliases. The chap introduced to 
you as Result, with his assets, liabilities and 
capital, more often calls himself “Balance 
Sheet.” When you meet him under this 
name, do not be deceived. He is exactly 
the same. His insides, as you will see if you 
will inspect him, are still assets, liabilities 
and capital. 


When he changes his name, he also 


changes his dress slightly. He will look 
like this: 


Balance Sheet 


Assets 
rn $18,775 
Se oe ele eae eet as 50 
Furniture and equipment........... 1,500 

Pe eee ett $20,325 
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Liabilities and Capital 
Consultants, accountants payable....$ 100 








Meceunts Payawle . ...... «6. eens 25 

PE I 2 55 Chaintniaree Mik gas a 125 
agen C3) S88 Se bo MB e lelal, 20,200 
Total liabilities and capital. ........$20,325 








Do not let him confuse you. Dig him out 
of his disguise. Previously (page 654) the 
essential part of his dress was subtraction, 
like this: 


Total assets . $20,325 
Total liabilities ... —125 
Deak $20,200 








Under the name of “Balance Sheet,” he 
switches to addition, but uses exactly the 
same figures, like this: 











Total assets: . 2.6.5 ...54 $20,325 
NN = inmeca cued s bate $20,325 
Total liabilities ....... Ss 25 
Capital (add) ........-. $20,200 
EL. 5 odes ati $20,325 








By appearing that way, he neatly achieves 
what he calls “balance,” that is, equal weight 
(totals) at both left and right. It makes him 
look pretty, but it gives you no more than 
you got when he appeared in his first dress. 
Most people are accustomed to seeing him 
as Balance Sheet. They like him that way, 
and will even quarrel with you if you pre- 
fer him in his more simple garb of assets 
minus liabilities equals capital. Until habits 
change (and there are some who believe 
they should), you will see Result under the 
name of Balance Sheet, and rarely other- 
wise. But no matter what his name or the 
style of his dress, his insides are always the 
same—assets, liabilities and capital. 


You are on the alert, then, for changes in 
Result’s name or in his general appearance. 
What of his costume when regarded piece- 
meal? Most business people have heard the 
word “asset.” Probably not one in a hun- 
dred really understands its full meaning. 
Just when people think they understand, 


some queer-looking item pops up under that 
heading. 


Highly simplified, the word “asset” means 
everything you have—cash, furniture, real 
estate, goods, machinery. What you have 
may include things that cannot actually be 
seen or felt, such as rights. The right to 


Financial Statements Simplified 


receive money from those who owe it is an 
asset. Again, it may be a mere advantage. 
If, this year, you pay your insurance for 
three years, then, this year, you have an 
advantage consisting of insurance paid ahead 
of time for two years. All of these—prop- 
erty, rights, advantages—are assets. 


“Liabilities” is another word carrying a 
hazy meaning. Again oversimplified, it 
means what you owe—unpaid bills, unpaid 
salaries, borrowed money. And, again, what 
you owe may include things remote from 
this simple definition, Funds which you 
hold under an agreement to deliver some- 
thing else later place you under an obliga- 
tion. They are liabilities. If you are a 
landlord, you receive rents in advance on the 
first of the month, but do not fully earn such 
income until the last day of the month. You 
are in possession of money for which you 
have not delivered a return. It is income 
postponed or deferred to a future period, 


and hence it is in the nature of a liability 
at present. 


The changes in the various shades of lia- 
bilities do not change their character. The 
changes are more of color, not of substance. 
When your machinery or furniture wears 
out a little each year, you realize that this 
is to your disadvantage. If you do nothing 
about it until it becomes totally useless, 
you may find that you have used up your 
profits on other things and are left without 
funds for buying new equipment. To avoid 
this, you make provision each year for a 
part of the burden. You do it by tagging a 
part of each year’s profits and restricting its 
use to future replacement of the equipment 
which is wearing out—depreciating. Such a 
restriction is in the nature of a liability. 


The remaining important part of Result’s 
anatomy is capital. You know, by now, that 
capital meafis more than just money. You 
have also gained a general idea of the method 
for determining it. You are now ready to 
reason it out thoroughly, once and for all. 


Result has shown you that you own cer- 
tain things, but he also told you that you 
owe certain sums. For that reason, your 
ownership does not rest with you alone. 
Only after you have made allowance for 
your obligations is the remainder of your 
property free from claims by others. In 
this way, when you have determined what 
is really all yours, your capital emerges. 
Translating these thoughts into Result’s 
language, you have the formula already 
slightly familiar to you: 


Total assets diminished by total liabili- 
ties give capital. 
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Unlike his brother, Action cannot change 
his form materially, but he goes in for name 
changes. Here and there he calls himself 
“Statement of Income, Profit and Loss’—a 
high-sounding title. He may announce him- 
self as “Operating Statement” or “State- 
ment of Operations” or “Revenue Statement” ; 
or he may endow himself with other titles 
of apparent nobility. But he is really a very 
plain individual, and is usually discovered 
in spite of his transparent attempts at con- 
cealment. Under any name whatever, he is 
easily recognized as Action. Once his char- 
acter is known, he cannot hide it from his 
audience by changes of name. He never 
stands motionless, and by that act reveals 
himself. 


‘Though he cannot change his form much, 
he will try some contortions. He will, at 
times, divide himself into parts and give 
each separate part a name. Fancy cogno- 
mens such as “Trading Profit,” “Manufac- 
turing Expense,” “Gross Profit,” “Cost of 
Sales” and others will be found on Action, 
helping to adorn him elaborately. These 
titles are not necessary for any understand- 
ing of his essential nature. He is still the 
same Action, and can never be anything else. 


All such disguises used by the twins are 
thin and easily penetrated. You will track 
them down and expose them without diffi- 
culty, but the chances are that few of their 
tricks will be used on you while you are in 
a professional field. As soon as you leave 
your job as business manager of the engi- 
neering firm and embark on the career of 
a merchant, the twins begin to act up. By 
this time you are thoroughly on guard and 
are prepared to investigate coolly any pe- 
culiarities they suddenly pin on themselves. 


Your work as a merchant prince soon in- 
volves new activities for you, and the twins 
use this as an excuse for new items in their 
costume. To begin with, you now engage in 
buying and selling goods and in “taking 
stock.” You quickly develop a new curios- 
ity. You want to know how much you paid 
for your goods and how much you can get 
for them. To give you this information, Ac- 
tion comes along with a new headdress, 
something like this: 


$50,000 
42,500 


During the year we sold goods for 
These goods cost us 


Our gain for the year, before sub- 
tracting our expenses, was.......$ 7,500 






Dress these figures in their business suits 
and you have: 
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For the moment, you are not thinking of 
rent and other expenses; there is a more 
important question in your mind. The first 
and third items above are easy enough to 
grasp, but the second, cost of sales, is one 
of Action’s impish tricks, Too often it causes 
a wrinkle of perplexity on the business brow, 
especially if it embraces thousands of arti- 
cles sold. How, you ask, can the cost of 
goods sold be arrived at if large numbers of 
pieces are involved? 


The puzzle can be solved easily. First, 


_consider a man who is in the diamond busi- 


ness. He could, conceivably, sell a single 
gem for $50,000 and, in that case, might 
easily remember that the stone had cost 
him $42,500. 


Instead of a diamond dealer, suppose he 
was a five-and-ten-cent merchant. Instead 
of selling a single item, in the course of a 
year his $50,000 of sales disposed of half a 
million cheap items. Trying to arrive at the 
individual costs of these articles and then 
adding them together would promptly ren- 
der him a mental wreck. True, he could 
keep track of the costs, as each item is sold. 
Occasionally this is done, but generally it 
is a prohibitive task involving a complex 
system and very considerable expense. 


Such a procedure is not necessary. He 
can do what most business managers do: 
take stock—a plain name for making a mer- 
chandise inventory. Twice a year, perhaps 
more often, he makes a list of the goods in 
his establishment, together with the proper 
value of the various items on the list; and 
by adding all the values, he determines how 
much he has on hand at a given date. 


In itself, the inventory he makes will not 
tell him the cost of goods sold; but in com- 
bination with other elements, he can get 
the answer. Thus: 


Inventory of goods at the beginning of 


one oh hiss ees .. .$19,500 
Add purchases of goods for the year 43,000 
Goods available for sale. .. 62,500 


Subtract inventory at the end of the 
year 


. .$42,500 








A good long look at this tabulation is 
well worth while. It is a setup which will . 
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come before you many times. It is entirely 
logical and involves only ordinary addition 
and subtraction. The idea is as simple as the 
elementary arithmetic a child uses when he 
begins to count up and down on his fingers. 
The core of the answer lies in one simple 
fact—the goods on hand at the year-end are 
less (in this case) than the goods offered 
for sale. What is not on hand must have 
been sold. His cost of goods sold is $42,500. 
The important word in this is “cost.” Sales 
values never enter into this part of the cal- 
culation. In the next step they do. 


With the help of the figure for sales, you 
can see at a quick glance how much profit 
was earned. Here is the picture you get 
by setting up the information you have just 
gathered: 








SO AGE WONT Soe s.5. sy Balsaiew Dare te $50,000 
Cost of sales: 
Inventory at beginning 
Ol SORE 86 cae $19,500 
Purchases for year.. 43,000 
Goods available for 
SRE Sear 62,500 
Less inventory at end 
Gl Mie oe bx.cces 20,000 
Cost of goods sold.......... 42,500 
NN I 6c ce nts cee eee $ 7,500 








Gross profit, of course, means the gain on 
sales without considering rent, salaries or 
other so-called overhead expenses. These 
follow in the completed appearance of Ac- 
tion. For the moment you are examining 
only the part he is presenting in the fore- 
going bit of fancy headgear. As it stands 
it is complete and fashionable, and he will 
wear it often. Nevertheless, he is still the 
same nimble actor you knew before, easily 
recognized by his dancing gait. You should 
know him instantly, at any distance, when 
you see him wearing his hat. 


Moreover, within his gaudy ornament lies 
the other point by which his twin relation- 
ship with Result is established. (Remember, 
the first link is profits.) Notice particularly 
one gay feather in the hat: “Inventory at 
end of year $20,000.” His brother, Result, 
uses it without compunction. When Result 
presents himself to you at the year-end, it 
is self-evident that one of the assets he 
should report consists of goods on hand: 
“Merchandise inventory. $20,000.” If Ac- 
tion, for his own purpose, shows it to be 
$20,000 on December 31, it cannot be any- 
thing else when Result needs it for his 


Financial Statements Simplified 





appearance. He now shows you the posi- 
tion of your company: 


Balance Sheet, End of Year 








Assets 
a ana ae $ 9,200 
Accounts réceivable* ............; 12,000 
Merchandise inventory ............. 20,000 
OCA ROU cd ioc desde 5 wb Sveciaen Sad $41,200 
Liabilities and Capital 
AMecounte payavle” .... 2s. e..sss $16,000 
SSHUDTICS DAVADIC oi. 0% bree oss cae 2,100 
sistent arete renee irene 23,100 
Total liabilities and capital... ....$41,200 








Neither of the twins can get along with- 
out inventory. It is part of their lifeblood. 
It is in the life stream of business. It is 
not strange, therefore, to see it given con- 
sideration in different places. It is necessary 
to bear in mind only its function wherever 
it appears. Action uses it to help him 
move along on his mission. Result displays 
it merely jor its bulk or lack of bulk, or 
for any information it will yield in connec- 
tion with financial standing. 


Action and Result as 
Corporation's Children 


How do you suppose you would enjoy 
having one hundred thousand partners, all 
expecting to share profits with you? There 
are dozens of such enterprises, perhaps hun- 
dreds. They generally organize for com- 
merce under legal rules creating them as 
corporations. One of their outstanding char- 
acteristics is the facility for admitting many 
partners who call themselves shareholders 
or stockholders. 


In your modest business you have until 
now shared profits with no one. Whatever 
capital you contributed is yours; and if it 
swells by profits or shrinks by losses, you 
need account only to yourself. Action and 
Result are dressed rather simply in your 
venture and, even should you admit one or 
two partners by agreement, would change 
but little. 

The time comes, however, when the twins 
demand a good deal of new finery. When 
your goods have made a name for them- 
selves and the markets are excellent, you 
see tempting opportunities to expand. You 
are convinced of the wisdom of opening a 
dozen branches throughout the nation. But 


a dozen branches require funds far beyond 
— | ‘ 


3 The total due you from customers. 
4 The total you owe for goods bought. 
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your financial power. You decide that you 
need about fifty partners with capital to 
help. Some of your friends will probably 
join you, but they are not numerous enough 
to supply the funds required for such an 
ambitious enterprise. Through your busi- 
ness contacts you have heard of people in 
other parts of the country who are in your 
field of work and who would, perhaps, join. 
They, in turn, might bring in others, total 
strangers whom you have never seen and 
perhaps never will see. 


Most of these prospective partners will 
not invest enough capital to entitle them 
to any direct part in the active management 
of the new business. Furthermore, most of 
them will not want such jobs. If they join 
you at all, it will be solely to invest their 
money and share in the profits. Having no 
active part in the management and perhaps 
living in remote places, many of them will 
never see you or even see the business. Often 
they will actually forget your name and 
other important facts. They are interested 
only in the safety of their money and the 
return it will bring. They will, of course, 
expect you and your active partners to guard 
their capital and share profits with them 
fairly. Above all, they will not invest their 
money with you unless they are kept free 
from any business responsibility except the 
normal risk of investment. This importaht 
exemption from responsibility is granted to 
investors if they put their money into cor- 
porate business. A million times, more or 
less, you have heard of people “forming a 
corporation.” You now do the same. 


The legal formalities having been attended 
to, your corporation is created and named. 
You have communicated with the prospec- 
tive investors and found fifty of them ready 
to put up money, all in different sums. You 
collect all this capital, amounting to $250,000, 
and give each of your new partners a cer- 
tificate showing what his share of the in- 
vestment in the business amounts to; you 
take a like certificate yourself, and presto— 
instead of partners, all of you are now share- 
holders in a corporation’ 


Having invested more than any of the 
others, you are entitled to run the business 
and be paid for your work. At the same 
time, you assume a definite responsibility 
to account to the shareholders for the com- 
pany’s capital, to report profits and losses, 
to share profits with all the shareholders 
exactly as required by the terms of their 





5 For accounting purposes, this is a brief 
sketch of corporate form. Legal and financial 
aspects, having no bearing on our subject, are 
outside the scope of our work. 





investment and to provide carefully for the 
future needs of the business. These are 
some of your new responsibilities. 


These responsibilities, as you readily sus- 
pect, might bring some changes in the ap- 
pearance of Action and Result. Consider, 
for example, your duty to provide for the 
future needs of the business. Among oth- 
ers, there is one such need which you must 
provide for particularly, if you are to sat- 
isfy your shareholders. When your corpo- 
ration closes its first year, Action is on 
show, proudly announcing that you have 
fulfilled your duty in that respect. You eye 
his strutting suspiciously, and finally you 
notice one new bit of plumage he is strain- 
ing to show you: 


Sates for the year... . 2205.06. $500,000 
CSE GE SMCS... ood oe ec ann 350,000 
CI ois cee oe tS 150,000 


Rent, salaries and other expenses... 127,000 


Profit before providing for depre- 


GIT eo sc be sk .. Seee 
BOGUT. ~ 0 bis ns eo he ts 3,000 
Net profit for year ............... $ 20,000 


“Look, please,” says Action, “at the new 
feather in my cap—depreciation.” 


What is it? How was it computed? Did 
you actually spend this sum during the year? 
If not, why is it subtracted from the year’s 
profits? If you have not asked these ques- 
tions, many others have asked them and 
many more will ask them. Depreciation has 
been known to cause frequent doubtful 
shakings of the head. 


There need be no doubts whatever. Equip- 
ment wears out—it depreciates. Each year 
its usefulness diminishes, until at last it 
becomes useless and must be discarded and 
new equipment must be bought. If resources 
are not restricted from year to year to take 
care of this, the entire cost of replacement 
must be raised in the one year when the 
property breaks down. Because of this, the 
cost of doing business in that year will sud- 
denly swell. The effects may cause difficul- 
ties and even disaster. 


For example, the profits of a single year 
may not be sufficient to meet the cost of 
new equipment. The purchase of equipment 
must be followed by debt and interest bur- 
dens. Again, the profits may be barely 
sufficient for the sudden replacement needs, 
leaving nothing for disgruntled sharehold- 
ers in that year. Sometimes equipment be- 
comes suddenly outmoded and inefficient 
even before normal wear and tear make it 
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useless. To avoid loss from inefficient oper- 
ation, it may be necessary to replace it before 
it reaches the total breakdown level. Suddenly 
unusually large sums are required for this. 
All these risks must be provided for wisely. 


How? By estimating the number of years 
which the equipment will serve, and by re- 
stricting and retaining in the business a 
proportionate part of each year’s profits. 
When the resources so segregated are sufti- 
cient to meet the needs, the necessary re- 
placement can be made without strain. If 
you begin business with an investment in 
plant of $30,000, and if the plant has a useful 
life of ten years, you should provide and 
freeze $3,000 each year for ten years by sub- 
tracting that sum annually from earnings be- 
fore arriving at final profits for the year. 


You do not actually pay out the money 
each year. But you definitely will have to 
spend it in the future, and you must have it 
ready. The necessary resources must, there- 
fore, remain untouched until they are needed 
for their assigned purpose; otherwise, your 
shareholders may blast you with criticism 
for not providing for emergencies. In that 
sense, your responsibility is no different 
from your obligation to pay bills you owe 
for merchandise. Both constitute obliga- 
tions which must be faced, either soon or 
in the distant future. Do not be lulled into 
negligence because the need is remote in time. 


You can be grateful, then, to Action for 
reminding you of depreciation—one of your 
constant and inescapable costs. As he gaily 
acknowledges your gratitude, he drops a hint 
urging you gently to look for depreciation 
in his brother, Result. “Remember,” Action 
announces, “you are not actually paying 
your depreciation debt each year. The debt 
is piling up, and my brother wants to re- 
mind you of the accumulated amount as 
each year ends. Better take a look at him.” 


Balance Sheet at End of Year 


ee ee ieee a $ 43,000 
Accounts receivable 130,000 
Merchandise inventory ...... 110,500 
Plant and fixtures.......$30,000 
Less reserve for deprecia- 
WO a sc ec ee 3,000 27,000 
MEMES x fas cicero $310,500 
Accounts payable ......... .... $ 38,000 
ere 2,500 
Capital (investment) ........... 250,000 
SS MRE RS a de 20,000 
cn Se ee Se $310,500 
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Do not let Result’s full array distract your 
attention. You will search out.two items 
only. The first is reserve for depreciation. 
To track down this newcomer, you look 
first at plant and fixtures, and under this 
heading find that your company owns equip- 
ment consisting of office furniture, type- 
writers, accounting machines, delivery-room 
equipment, display fixtures and miscellane- 
ous property, all costing $30,000 since you 
began business. You have decided that these 
articles will last ten years, losing one-tenth 
of their usefulness each year. At the end 
of the first year, then, Result appears car- 
rying the plant and fixtures at an effective, 
or real, value of $27,000, $3,000 having been 
subtracted from the cost. Each year, as Ac- 
tion shows you the annual cost of $3,000 for 
depreciation, Result will add $3,000 to his 
depreciation reserve until, at the end of 
ten years, he will show you that the plant 
and fixtures have lost their entire usefulness 
and must be renewed. 


While showing you his reserve for de- 
preciation, Result has slipped in one of his 
impish pranks. On the left side of his anat- 
omy, where you are accustomed to look for 
assets, he now includes reserve for depre- 
ciation, which is in the nature of a future 
obligation. But if you look sharply, you 
will not be fooled. Notice that he is not 
adding in the $3,000 reserve; on the con- 
trary, he is subtracting it from the $30,000 
for plant and equipment. The effect is the 
same as adding $3,000 to his liability side. 
Occasionally he will do something like this, 
not really to trick or puzzle you, but only 
to keep the liability * near the asset to which 
it is related. 


When you have finished inspecting re- 
serve for depreciation, Result gravely turns 
his other side to view, ostentatiously dis- 
playing surplus of $20,000. Why does he 
wear this feather in his hat? 


Briefly, it is the accumulation of annual 
profits supplied by Action. Look back at 
Action, and you will see the $20,000 profit. 
Why does Result also put it on show? To 
notify the shareholders, your partners, of 
the amount by which their investment has 
increased (or decreased, if there was a loss). 
The profit belongs to them. If they so vote, 
they are entitled to have the company pay 
them $20,000 as a return on their invest- 
ment. 


It would not be wise to take it all, for if 
financial difficulties arose, they would have 
to go into their capital to meet emergencies; 





6In a strict sense, the reserve is not a lia- 
bility; but it is of a similar nature. 
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but they have the right to ask for payment, 
even though it is bad policy. 


Incidentally, it really would be bad busi- 
ness to take out the entire profit. For in- 
stance, assume the allowance for deprecia- 
tion had not been made, and the plant 
account is left at $30,000 instead of $27,000. 
Because of this, proper provision is not be- 
ing made for a future obligation of $3,000. 
On the surface, it is a favorable turn which 
reflects itself in one or more of the other 
accounts in Result. Which? Eliminating 
the obligation does not put more money in 
the bank; therefore, it does not affect cash. 
Clearly it has nothing to do with customers 
or inventory. Nor has it any relation to 
your merchandise creditors (accounts pay- 
able) or to your employees’ salaries (sal- 
aries payable). Only one account remains 
—surplus. It must be increased by $3,000 
if that sum is not included in the reserve 
for depreciation. Surplus would stand at 
$23,000, in that case, instead of $20,000." 


™The mechanical proof reveals itself in the 
two totals of $310,500 (balance sheet on p. 661), 
one of which would vary from the other by 
$3,000 if depreciation were eliminated without 
absorbing that sum in some other account shown 
above the total. 


The real (and unfavorable) effect now 
becomes apparent. Suppose the stockhold- 
ers voted themselves payment of the surplus of 
$23,000. They would simply and surely strip 
the company of a year’s reserve intended 
to provide a replacement ten years hence. 

Such a decision should: be guarded against. 
As a matter of fact, if Action and Result 
are properly brought into the world, no 
corporation overlooks depreciation; nor will 
its managers sanction distribution of the 
entire surplus at any time. They will hold 
on to part of it for a rainy day, even after 
provision for depreciation has been made. 


Dress Rehearsal 


Up to this point you have seen the twins 
—now Action, now Result—in preliminary 
rehearsals. On each occasion they appeared 
displaying a new bit of costume, a feather 
added here or a spangle there—piecemeal 
additions of outfit. 

Your corporation has now been in busi- 
ness for eight years. Under industrious and 
skillful management, it has prospered. To 
show you how your company has fared in 
its eighth year, Action, now in full regalia, 
makes a grand appearance: 


Income and Expense for Eighth Year 


Cost of goods sold: 
Inventory, January 1 
Purchases 


Less inventory, December 31 
Cost of goods sold 


Gross profit 


Rent . 
Salaries . 
Taxes . 


SE oo oi oi ihre Sailor eal tnmedu rca ns 


Electricity 

Shipping-room expense 
Office supplies 

Postage .. 

Traveling expense 
Insurance 

Repairs 

Commissions ey 
Provision for depreciation 
Provision for bad debts . 


Total Expenses .. 


Net profit for year . 


630,000 
$270,000 


180,000 
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As you see, Action has puffed out a good 
deal, but except for a little more fat, he 
is the same chap who appeared so modestly 
on page 660. There he was content to 
wear, among others, two simple words— 
“other expenses.” Here he drops “other 
expenses,” and instead decks himself out with 
taxes, trucking, electricity, shipping-room 
expense and all the rest down to com- 
missions. 


Where he showed you “depreciation” in 
his earlier makeup, he now shows off with 
“provision for depreciation”—a fancy name 
meaning exactly the same as the former. 

And a new feather dangles in his cap— 
“provision for bad debts”’—one more at- 
tempt to catch you off guard. By this time, 
however, you are not so easily puzzled and 
you have formed the habit of looking more 
sharply at his attempted disguises. 

“Provision for bad debts” almost shouts 
its meaning. It tells you plainly that some 
of your customers will fail to pay their 
bills. You may not know in advance who 








they are or how much this loss will be, but 
you know from experience that there will 
be some loss. One way or another, you 
can determine approximately how much the 
aggregate will be. This type of expense is 
called bad debts. Action is here showing 
you how much he expects it will be for this 
particular year. 


You need never allow him to throw you 
off balance. Again and again he will change 
his garb in spots or add bits here and there. 
Perhaps it is income from purchase dis- 
counts. Then he will come with expense 
of sales discounts, or income from interest 
and dividends, or expense of freight. 
Perhaps he will show you income from 
rent, or expense of stationery and printing, 
or income from royalties, etc.; but always 
he is Action in every part of his dress, no 
matter what its new shape or color. 

His twin brother behaves the same way, 
When he comes out in full dress, he is full 
of the same tricks. Look closely at Result 
on dress parade, page 662. 


Balance Sheet at End of Etghth Year 
Assets 


Cashion deposit.........:.. 
Accounts receivable .... 


Merchandise inventory 
Plant and fixtures 
Less reserve for depreciation 


Prepaid insurance ...........65...-. 


Less reserve for bad debts .................... 


Liabilities and Capital 


Notes payable to banks 
Accounts payable 


Accrued salaries and expenses payable 


Accrued taxes payable 
Accrued interest payable 
Capital stock 
Surplus 


Net worth 


As in the case of Action, most of Result’s 
business clothes will look familiar. From 
cash down to reserve for depreciation, there 
is nothing new in his suit; but prepaid in- 
surance is a new touch. As a careful busi- 
ness executive, you pause here to inquire. 
In reply, Result reminds you that you have 
insured your merchandise and other prop- 
erty against casualties, and that you found 
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Ag Sard epesaakers Cae $ 83,800 
Likasneeoene a $150,000 
7,200 142,800 
eimadetepns tis eee 250,000 
er Ae eee 78,200 
Gulianed andar 26,300 51,900 
se eaacana ne arsine gh eens 1,500 
Vee begua derndeeu eee ees $530,000 
sak gun earephsaie Aen ae $ 30,000 
sa iaod baci giao dab thar Gale 102,500 
cies cous , 14,000 
Sate Wed ais oes Shas 60,000 
phat sane ats ee 500 
eae ca bacgs aoe $250,000 
eres nee a 73,000 
Aikce nated Wahaataoe Recetas 6 323,000 
Seabee eae esas eireea is $530,000 


it economical to buy the insurance for three 
years instead of for one. By so doing, you 
obtain a lower annual cost, or premium. 
The cost of such insurance for three years 
—the year just ended plus the next two— 
is $2,250. The two future years are cov- 
ered by insurance paid before the required 
time, leaving those two years free from cash 
drains for this purpose. Such advance pay- 


663 





ments are an advantage readily measured in 
money. It would hardly be fair to leave the 
entire three-year cost in one year and none 
at all in the two ensuing years. That is 
why Result says: “Insurance for three 
years is $2,250, which makes $750 for one 
year. For two years in advance, it is $1,500. 
Here it is—‘Prepaid insurance—$1,500.’ ” 

Another new ornament worn by Result 
is notes payable. With this, Result tells 
you that your company borrowed funds 
temporarily to tide your business over the 
buying peak. Notes payable are the formal 
legal papers given to the bank as evidence 
of the loans to your business. 


You examine Result further. You recog- 
nize accounts payable from a previous intro- 
duction as the total amount owing to creditors 
for merchandise. Next your eye falls on 
accrued salaries and expenses payable, and 
perhaps you pause once more. Ever oblig- 
ing, Result explains: 


“When December ended, the company 
owed its employees wages for three days of 
the final week. This is because payday is on 
Saturday and the thirty-first of December 
fell on Wednesday, leaving unpaid wages 
for that day and the thirtieth and twenty- 
ninth.” 


Similarly, when the company’s bill for 
electricity arrives (usually not until after the 
close of the year), part of it is found to be 
for current consumed in December, and that 
part was unpaid at the year end. The same 
reasoning applies to the telephone account 
and to all other bills (excluding merchan- 
dise bills) which bear items applying to the 
year. Included also are any known expenses 
unpaid when the year closes, though bills 
for them have not been received. All of 
these together total $14,000. Result presents 
them as “accrued salaries and expenses.” 

That fancy piece of gear which Result 
calls “accrued” means simply “increase.” 
When a year closes, there are usually obli- 
gations which, for one reason or another, the 
books do not state. Since Result must show 
all liabilities, recorded or unrecorded, he 
must increase his liabilities with another item 
for the unrecorded obligations. These are 
the accrued liabilities. 


Other debts are accrued on Result in simi- 
lar style. The next one you notice is ac- 
crued taxes payable. Like other companies, 
your corporation feels the heavy hand of 
taxation. Here Result is showing you that 
the tax collector will take $60,000 due him 
for the year. 

The last of the new adornments on Re- 
sult is a liability called accrued interest pay- 


664 


able. Having borrowed funds, your business 
naturally pays interest. The date for paying 
interest had not arrived when Result ap- 
peared on December 31. At the latter date, 
nevertheless, a certain amount of interest 
had accumulated against your company. 
Result says it amounts to $500. 


Having displayed your assets and liabili- 
ties, Result now proudly shows you how 
much your business is worth. You notice, 
with satisfaction, capital stock of $250,000 
and surplus of $73,000. Both together, 
$323,000, belong to the stockholders, and the 
two accounts are called, collectively, net 
worth. Stated another way, it means that 
the owners of your company would have 
$323,000 for themselves if everything were 
turned into cash and all debts were paid. 
Individually, Result has introduced capital 
stock and surplus at a previous appearance; 
and you quickly recgll that $250,000 is the 
original capital and that surplus of $73,000 
is the accumulation of annual undistributed 
profits (less losses) since the business was 
started as a corporation. 


Satisfied with the splendor of his show, 
Result now bows out, leaving you to mull 
over the performance. Like his brother Ac- 
tion, Result cannot wear all his costumes at 
one time. The assets and liabilities he pre- 
sented are those appearing frequently on 
financial statements. Each time he appears 
he may wear something new. Perhaps it 
will be promissory notes from customers— 
an asset called notes receivable or perhaps a 
liability called mortgage payable, indicating 
that you have borrowed money on a mort- 
gage. It may be an asset known as invest- 
ments, showing that you have put idle funds 
to work earning a return; or land—an as- 
set—on which you have constructed buildings 
—another asset; or mortgage bonds payable 
—a liability in general like a mortgage ex- 
cept that the money is owed to a group of 
individuals, the bondholders, instead of to 
one person; or good will—an asset indicat- 
ing that many years of good management 
have added a certain extra value to your 
business property; and so on, almost end- 
lessly. But always he is only Result in all 
his attire, no matter what its hue or style. 


Types of Business Forms 


In making the acquaintance of Action 
and Result, you have noticed, in passing,, 
that business organizes itself in varying 
forms. Aside from the fact that business 
people should know something about the de- 
sirability of one form or another, an intelli- 
gent approach to financial statements requires 
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a general understanding of the forms taken 
by business companies. 


On page 660, where you took in fifty part- 
ners, or stockholders, one type of business 
organization was briefly mentioned. There 
are three popular forms in which business 
organizes: (1) sole proprietorship, (2) part- 
nership and (3) corporation. 

You should be warned, first, that these 
are not the only forms in use and, further- 
mote, that there are even variations of 
these. These are, however, the most widely 
used. You should also keep in mind that 
each has legal aspects ewhich are important 
enough to inquire about, but which have no 
place here in connection with the under- 
standing of financial statements. 


Sole Proprietorship 


The simplest form of activity is the sole 
proprietorship, which, as the name clearly 
implies, is a business owned by a single 
individual. In this type of business there 
are no complicating agreements requiring 
division of profits with anyone. Whatever 
profits are earned belong to you alone as 
the sole owner. Whatever losses are sus- 
tained must be borne by you alone. If you 
pay yourself a regular salary to be treated 
as part of business expenses, your profit will 
be so much less—a procedure akin to taking 
money from one pocket and putting it into 
another. 


When Action meets you in a sole pro- 


prietorship, he need make no special dispo- 


Profit before deducting partners’ salaries... . 


Less partners’ salaries: 


Your partner’s 


sition of profits. He just shows the income 
and subtracts the expenses, and what is left 
is profit. That profit belongs entirely to 
you—the sole owner. When Result appears, 
he is equally modest. He shows the assets 
and subtracts the liabilities, and what is left 
is capital. That capital belongs to you alone. 


Partnership 


From the moment you give up sole con- 
trol and take a partner, or perhaps several 
partners, complications arise. Your form 
of organization changes slightly. At the 
outset you must agree on whether fixed 
salaries are to be paid to partners and 
whether such salaries are to be subtracted 
from profits before dividing them. Finally, 
you must agree on how these remaining 
profits are to be divided. 


These new factors bring a change in Ac- 
tion’s appearance in portraying partnership 
activities. If the partnership agreement pro- 
vides a salary for each partner, with profits 
to be divided afterward and with losses to 
be borne in the same degree as profits are 
divided, Action naturally wants to show ex- 
actly what takes place. 


Assume that you are in business with a 
partner, that you are to have a salary of 
$5,000 per year and your partner is to have 
a salary of $2,000 per year, and that there- 
after profits or losses are to be shared 
equally. After giving you the usual informa- 
tion concerning sales, expenses, etc., Action 
would show you this atthe year end: 


$16,000 


Profit after deducting partners’ salaries 


Under the partnership agreement, you are 
entitled to half of the remaining profits, or 
$4,500. Your partner is entitled to the other 
half. , 

The twin brother, Result, will not be al- 
together happy unless he reflects this divi- 


sion of gains, in whatever manner it may 


Capital at beginning of year 
Profit at end of year (as above) 


Capital at end of year 
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affect him. After listing the assets and lia- 
bilities as usual, he will show you something 
new. On the assumption that your joint 
capital was $11,000 when the year began; 
this, in substance, is what Result will show 
you, although his arrangement of the figures 
may differ: 


Your 
Partner’s 


$5,000 
4,500 
$9,500 


Total 
$11,000 
9,000 


$20,000 


Yours 


4,500 



























































































































































































































































To impress you properly, 


Result now 
shows you what your capital accounts would 
look like if your partnership agreement al- 
lowed no salaries to partners, but permitted 
merely that profits and losses be shared 
equally. 


Above you find Action showing 









Capital at beginning of year 
Profit at end of year 


Capital at end of year 





It is not necessary to puzzle over the 
difference in these figures compared to those 
shown previously by Result. It is sufficient 
to know that the absence of salaries to part- 
ners affects the individual capital accounts 
and the total capital. Compare the closing 
capital accounts in the case above to the one 
just before it. So much, then, for the effect 
of a partnership on Action and Result. 


Corporation 


Leaving partnerships, Action and Result 
behave with certain marked differences in 
representing corporations. To begin with, 
they will not concern themselves with sal- 
aries of partners or capital of partners, for 
there are no partners, in the strict sense 
of the term, within corporations. Everyone, 
including the so-called working partner, is 
an employee of the corporation, a peculiar 
contraption whose basic characteristics must 
be understood. 


Imagine, if you can, a set of legal papers 
and sundry documents into which the magic 
of life is breathed by a powerful goddess. 
She thus creates a person having, generally, 
the same powers and responsibilities as an 
ordinary human being in business. In one 
respect she actually gives her offspring 
supernatural power. She makes it perpetual. 
She allows it a name and the right to make 
contracts in that name; the power to go to 
law against others, to borrow money or lend 
it, to be responsible for its debts, to defend 
itself at law, to buy, sell, hire, fire and to 
do practically anything that any business 
person has the right to do. That is a cor- 
poration, and the goddess is Law. 


Such a being obviously stands by itself. 


in business, entirely apart and distinct from 
its legal owners and executives, exactly as if 
it was an artificial creation—which is actu- 
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“Profit before deducting partners’ salaries 

. $16,000”; and since, in the following 
case, there are to be no partners’ salaries, 
the profit to be allocated is also $16,000. 
Here are the effects on Result: 


Your 
Yours Partner’s Total 
$ 6,000 $5,000 $11,000 


8,000 16,000 








$27,000 


$13,000 . 














ally what it is. 
ployees from president down to office boy, 
pays their salaries and meets all other ex- 


It earns income, hires em- 


penses; and what is left is profit. That 
profit belongs to the stockholders, who, in 
that respect, take the place of partners in a 
partnership. 


Consequently, Action, when he pictures 
corporate activities, has no partners’ salaries 
to exhibit. Look him over as he appears on 
page 661 or on page 663. Notice that sal- 
aries, all salaries, have been subtracted long 
before profit has been determined. If profits 
are to be distributed, there is no question as 
to how. Each stockholder will share in pro- 
portion to the part he owns. 


And Result, as you already know, bears 
a distinctive mark—surplus—in his corpo- 
rate exhibit. No longer, as in partnerships, 
may he lump his profits in one figure with 
capital. His corporation “boss” has a duty 
to keep intact the capital originally invested, 
and Result must show such capital unadul- 
terated by profits or losses. Accumulated 
profits appear as surplus. If there are no 
profits but only losses, they appear as deficit. 
If and when stockholders receive some of 
the profits (by payments called dividends), 
surplus diminishes correspondingly. 


Climaxing his efforts to please, Result 
now tries to give you a condensed picture 
of capital and accumulated profits as they 
might appear on the financial statements 
of all three types of business organizations— 
sole proprietorship, partnership and corpo- 
ration. The assumed figures for capital and 
profits at the opening point are already 
familiar to you. Bear in mind carefully that 
the figures are not for the same enterprise 
in a different business form. They are for 
three different ventures, each doing business 
in a form different from the other two. 
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Capital at beginning of period 


Capital at end of period 
Surplus (corporate profits) 
Distribution of profits 


Sole Pro- 
prietorship 


$ 8,500 
11,700 


Partner- 
ship 
$11,000 

9,000 


Corporation 
$250,000 


Capital, after distribution of profits.. $17,200 


Surplus after distribution of profits. . 


Notice that the capital of the sole pro- 
prietorship changes with the handling of 
profits; the same is true of the partnership. 
But in the corporation the capital remains 
unchanged. Its profits are handled without 
regard to the capital. 


At some time in their careers, most com- 
panies face losses—an unpleasant thought 
but a realistic one. Look again at line 2 
above. Suppose a loss of $10,000, instead 
of a profit of $20,000, appeared under “Cor- 
poration.” What would be the effect fur- 
ther down in the “Corporation” column? It 


$12,000 


would be an interesting exercise to change the 
figures on lines 2 and 5 to suit your fancy 
and determine the effects on lines 6 and 7. 

Action and Result are the pictorial rep- 
resentation of your business finances. Ac- 
tion gives you the picture as a pageant; 
Result, more as a panorama. 

The first will give you a stately parade 
and the second a quiet view, and by these 
traits they are easily recognized. Meet them 
often and learn to know them. They will 
serve you well. [The End] 


GLOSSARY ° 


The following are some, but not all, of 
the account titles found in statements of 
assets and liabilities, together with a few 
seen in statements of income and expense. 
Income and expense accounts, as a rule, 
bear titles so simple as to make their mean- 
ing unmistakable. 


The explanations are intended to give a 
general grasp of the topics. No attempt is 
made to include the technical refinements 
required for professional accountants. 


Accounts payable.—‘ Payable” means that 
which may or should be paid. Accounts 
payable are the amounts a business owes 
(generally without security) to its trade 
creditors. The term indicates possession of 
the privilege, acquired by reputation, of buy- 
ing on credit. Accounts payable do not in- 
clude borrowed money or other obligations 


of a business. These are given different 
headings. 


Accounts receivable.—‘Receivable” means 
that which may be received. Accounts re- 
ceivable are amounts owing to a business by 
its customers or other trade debtors, as 
distinguished from amounts to be recovered 
from loans or advances of money. Ordi- 
narily no security or similar assurance is 
held to insure receiving payment. Only the 
customer’s credit standing or reputation sup- 
ports the debt. 


Financial Statements Simplified 


Accrued.—“Accrue” means to increase. 
Accrued salaries are salaries which are 
owing to employees who have not been paid 
on the date of the financial statement be- 
cause pay day has not arrived. Hence, the 
recorded obligations'must be increased to 
include the unpaid salaries for a partial pay 
period. To state it another way, the figures 
given by the accounting records must be 
increased to include not only salaries which 
have been paid but also salaries unpaid and 
owing to employees. Accrued commissions 
(or any other expenses) similarly are obli- 
gations which have been incurred up to the 
date of the financial statement but of which 
there is no accounting record because the 
time for payment has not arrived. 


Bad debts.—The expense caused by cus- 
tomers who meet. with business reverses 
and fail to pay their debts. When the 
exact amount of such failures. is known 
they are listed as bad debts. It is fre- 
quently the practice to estimate the amount ”" 
of bad debts, in which case the caption is 
more accurately called “provision for bad 
debts.” (See below.) 


Balance sheet.—In a broad sense, the same 
as a statement of assets and liabilities. 


Capital stock.—This term applies, in the 
main, to corporations. It is the name given 
to the property (consisting of money, goods 
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or other value) which a corporation acquires 
as initial capital. Those who invest receive 
stock certificates as evidence of their invest- 





ment. See “preferred stock” and “common 
stock.” 

Cash.—Money of any kind, not just cur- 
rency. It includes checks. When deposited 


in a bank, it is cash on deposit or cash in 
banks. 

Cash on hand.—Sometimes called “petty 
cash.” It is currency kept conveniently at 
hand to pay obligations which are usually 
too small to require a check. 


Common stock.—First see “capital stock.” 
Many investors are willing to assume greater 
risks if eventually there is a possibility of 
correspondingly greater income. Those who 
buy the common stock of corporations take the 
chance of receiving little or no income in any 
one year, depending on how large the com- 
pany’s profits are and whether or not other 
groups of stockholders (see “preferred 
stock”) have special privileges. On the 
other hand, common stockholders usually 
have the right to share income, without any 
Specified limit, in any profits remaining after 
special privileges of other groups of stock- 
holders have been satisfied. Numerous other 
features or rights are frequently possessed 
by common stock. 


Deferred charges or deferred expenses.— 
The difference between deferred charge and 
deferred expense is so narrow as to make 
an explanation of little value. On a balance 
sheet the effect of both is the same. “De- 
ferred” means postponed. A deferred charge 
is one paid before the time required. It is 
postponed in the sense that the expense, 
though paid now, is one which is charge- 
able to a future or postponed year. Hence, 
it constitutes an advantage in the present 
and is listed among assets. 


Deferred income.—Income received ‘before 
it is earned. It is postponed in the sense 
that it is received for goods or services to 
be delivered or performed in a future year, 
only then becoming actual income. Hence, 
when received, it carries with it an obliga- 
tion assumed by the recipient. On a finan- 
cial statement it is presented among the 
liabilities. 

Depreciation.—The amount by which prop- 
erty loses value because of use. As a rule, 
the amount of depreciation is determined 
once a year and depends on the number of 
years of useful life of the property and its 
cost. 

Dividends payable. — “Dividend” means 
something to be divided. That something, 
in corporate business, is profit. When a 
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corporation divides profits among its stock- 
holders, it is paying dividends. Corpora- 
tions usually “declare” or formally announce 
that they intend paying a certain dividend 
on a certain date. Such an announcement 
becomes a debt payable (to be paid) to the 
stockholders on the specified date. The 
word “dividend” is used exclusively by 
corporations. 

Good will—In the strict sense of the 
term, the special asset value acquired by a 
company because of good management, and 
resulting in profits greater than those earned 
by other companies in the same field. In 
practice, the term is often used more loosely. 
Long establishment and prominence are some- 
times used, more or less arbitrarily, as the 
basis for valuing good will. Some special 
feature of a business contributing abnormally 
to its earning power occasionally serves as 
a basis. It is a highly nebulous asset. Ad- 
verse circumstances can thin its value sud- 
denly and drastically. For this reason, 
“good will” frequently appears on balance 
sheets valued at one dollar. In such cases 
the intention is to notify the reader that 
good will exists in the business, but that the 
assets have not been stuffed with something 
of a doubtful or swiftly changing character. 


Inventory.—Goods, wares, merchandise— 
in general, the stock in trade of a business. 
It may be textile goods. It may be lumber. 
It may be stocks and bonds. Inventory is 
the value of such wares owned on any 
particular date. 


Investments.—The mortgages, stocks or 
bonds bought with company funds to earn 
interest or dividends. 


Land.—Normally, the land on which the 
company plant is located, or land which the 
company uses or intends using for business. 
It is shown separately from the buildings 
because the latter are subject to depreciation 
from use. Land is not depreciable. 


Notes payable——“Payable” means that 
which may or should be paid. Notes pay- 
able are obligations the evidence for which 
consists of papers called “promissory notes” 
given by a person owing a debt to another. 
Notes have definite legal characteristics. 
See “notes receivable” for “promissory notes.” 
Observe that the person giving the note in 
acknowledgement for a debt enters it on 
his books as “notes payable.” 


Notes receivable.—For one reason or an- 
other, it is sometimes desirable (in some 
industries it is customary) to obtain a 
formal, written acknowledgment of a cus- 
tomer’s debt. Such a paper, when it meets 
specific legal requirements, is called a “prom- 
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issory note.” These are grouped under the title 
of “notes receivable” by the person entitled 
to receive payment. (“Receivable” means 
that which may be received.) There are 
numerous advantages to notes. Ordinarily 
their form permits the holder to borrow on 
them, and the borrowing can be done more 
readily than without such a note. Asa rule, 
but not necessarily, they also bring interest 
to the lender. It should be clear that when 
a customer gives a note for his debt, the 
circumstances are somewhat different from 
those surrounding an ordinary book account 
without notes. When the note is received, 
the customer’s book account is canceled and 
the note receivable takes the place of the 
account receivable. Business people should 
familiarize themselves with the legal aspects 
of promissory notes, mentioned above. 


Patents.— The ownership of a patent 
brings with it certain rights granted by law, 
and these rights frequently have a measur- 
able money value. Such value represents 
an asset properly presentable on a financial 
statement. However, in business it is con- 
sidered conservative practice to keep down 
the value of patents appearing on a state- 
ment. Hence, they will frequently be car- 
ried at a nominal value in the same manner 
as good will. 


Petty cash.—See “cash on hand.” 


Plant and equipment. — Buildings, ma- 
chinery, tools, furniture, fixtures, trucks, 
etc.—in general, all equipment owned for 
the receiving, storing, processing and han- 
dling of goods or the rendering of services. 
(Land is kept separately, even the land on 
which factory or office buildings stand.) 


Preferred Stock.—First see “capital stock.” 
Recognizing that some investors want reason- 
able assurance of receiving moderate and 
steady income rather than income fluctu- 
ating between high and low extremes, cor- 
porations issue preferred stock. The effect, 
usually, is to give the investor in preferred 
stock the first right to share income (divi- 
dends), investors in other kinds of stock 
(see “common stock’) having the right to 
share income only after the preferred stock 
has had its assigned share of the income. 
In return for the preference so granted, 
preferred stock is usually limited to a fixed 
rate of return. It can never have more than 
the rate specified—four per cent, five per 
cent, six per cent or whatever rate is agreed 
upon. There are exceptions, however, brought 
about by special arrangement. Preferred 
stock may have numerous other privileges 
or preferences. 


Financial Statements Simplified 


Prepaid insurance.—If insurance is bought 
for one year, it is a cost for that year alone. 
However, insurance is often taken for ex- 
tended periods—two, three or five years. In 
that case the cost for the future years is 
being paid ahead of time. In the current 
year, therefore, there is an advantage which 
is treated as an asset. 


Provision for bad debts.—First see “bad 
debts.” Under certain circumstances it is 
customary or desirable to use an approxi- 
mate instead of the actual amount of bad 
debts. Where bad debts are provided for by 
an approximation, the caption is “provision 
for bad debts.” 


Provision for depreciation.—See “Depre- 
ciation.” 


Reserved.—The theory involved in the 
subject of reserves, as used in accounting, is 
a topic requiring study and constant use if 
it is to be thoroughly understood. How- 
ever, if a few simple points are borne in 
mind, it is possible to acquire understanding 
sufficient to read a financial statement. As 
used in a financial statement, the word 
“reserve” must be carefully separated from 
its ordinary meaning. As commonly thought 
of, apart from financial statements, a reserve 
is regarded as a fund of a fixed amount, 
specifically earmarked and kept intact for a 


future need or emergency. This conception 
rarely applies to a reserve in a financial 


statement. Except for special cases, ac- 
counting reserves do not consist of a set 
sum of money kept in a particular fund to 
be fed out as needed. As found in financial 
statements, a reserve is best understood by 
examining (a) its function and (b) its effect. 

(a) A reserve informs the reader of a 
probable or known shrinkage in the value 
of one particular asset. For example, where 
customers owe $10,000 and $200 of this is 
considered doubtful of collection, the condi- 
tion of the account is stated: 


Accounts receivable ...$10,000 
Less reserve for doubtful accounts 200 


Accounts receivable, net ..........$ 9,800 


The foregoing reserve indicates an expected 
shrinkage of $200 in the value of a single 
asset—accounts receivable. 


(b) Instead of involving only one asset, 
a reserve may inform the reader of a general 
contraction of value in all assets because 
of some contingency whose nature is un- 
related to any one asset. This type of 
reserve is illustrated by the provision made 
for corporation income taxes. Such taxes fre- 
quently must be estimated far in advance of 
the payment date. Since the reserve cannot 
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be attributed to any particular asset, it is 
stated nearest the account affected by it: 


Reserve for income taxes 
Surplus 


It will be seen at once that this reserve ap- 
pears with surplus on the liability side in 
contrast to the reserve for doubtful ac- 
counts, which appears with the assets. The 
explanation for this has a direct bearing 
on the effect of reserves. It will be recalled 
from the text that surplus is the account 
_which states the accumulated undistributed 
profits available to proprietors. Consequently, 
the reserve for taxes, when set up near 
surplus, indicates that a part of the accumu- 
lated profits (surplus) had to be restricted 
to meet the tax contingency of $5,000. If 
the contingency did not exist, the surplus 
above would have been $105,000, leaving the 
owners free of the tax item. The effect of 
the first example (reserve for doubtful ac- 
counts) is exactly the same even though 
stated on the opposite (asset) side of the 
statement. If the reserve was not required, 


In summary, when reserves are created, 
(a) their function is to inform the reader of 
a lessening in the assets and (b) their effect 
is to reduce or hold down surplus either by 
deduction from assets or by addition to the» 
liability side of a financial statement. 


Surplus.—Briefly, the account showing 
the results of a corporation’s activities since 
its beginning and summarizing the accumu- 
lated undistributed profits and the losses 
of all years. It states the amount which 
is divisible among the owners, or stock- 
holders, as profits remaining available for 
distribution. While surplus will be seen 
now and then in varying forms, its chief 
characteristic is that described above. Occa- 
sionally the simple “surplus” will be seen 
as “earned surplus.” At times a financial 
statement will also show a “paid-in surplus” 
and some others of a special character. 
While these differ from simple surplus, they 
are only variations of it. When specially 
labeled, surplus may not be available for 
division among stockholders. However, if 


the value of the accounts receivable would 
be stated at the full $10,000 instead of $9,800, 
‘and, through the machinery of bookkeeping, 
surplus would automatically be $200 greater. 


the fundamental significance of surplus is 
understood, its various meanings are readily 
found upon inquiry. [The End] 








TAXABILITY OF PRODUCTS DESTINED FOR EXPORT 


According to a recent pronouncement of the United States Supreme 
Court, the immunity from local taxation granted property earmarked 
for export is not a blanket immunity. Gasoline which had been ordered 
from an American company by Canadian interests had been shipped 
by rail to Dearborn, Michigan. Facilities for transshipment to Canada 
were not immediately available, and the gasoline was stored in tanks 
at Dearborn. It remained there for fifteen months, although all title 
and shipping papers indicated that it was “for export.” An attempt 
was made by the municipality to levy a property tax on this gasoline, 
which right was upheld by the Michigan Supreme Court. In affirming 
the opinion of the state court, the Supreme Court of the United States 
declared that such property should bear a share of the cost of local 
services. Even though all the evidence in the case indicated that the 
consignor intended to export'the gasoline and, in fact, did so, the 
majority opinion took the attitude that for tax purposes the property 
had lost some of its export character by remaining so long in storage 
and even speculated as to whether or not some of the gasoline might 
have been withdrawn for local purposes, if the occasion warranted. 
See Joy Oil Company, Ltd. v. State Tax Commission, June 13, 1949. 
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Welch v. Helvering 


Tax Classics e e by Robert S. Holzman 


Adjunct Associate Professor, New York University Graduate School of Business Administration 


HEN A SCHOOL-BOY of tender age 

wishes to perform a certain act, he will 
raise his hand; and the teacher will ask, 
“Is it necessary?” If the answer is affirma- 
tive, acquiescence is automatic. 


But when the school-boy grows into a 
taxpayer, that is not enough. The Commis- 
sioner will now ask, “Is it necessary and 
ordinary?” And acquiescence is far from 
automatic. 


Thomas H. Welch had been secretary of 
the E. L. Welch Company, which was ad- 
judicated bankrupt and discharged from its 
debts. Thereafter he went into business for 
himself; and in order to re-establish rela- 
tions with customers he had known when 
acting for the corporation and to solidify his 
own credit and standing, he decided to pay 
the debts of the bankrupt so far as he was 
able. In fulfillment of that resolve he made 
payments of substantial amounts during five 
successive years. 


“Got you!” exclaimed the Commissioner 
triumphantly, “for these payments are not 
deductible as necessary and ordinary ex- 
penses; they are more in the nature of capital 
expenditures.” 


“They are an expense in connection with 
my developing present-day contracts,” Welch 
argued, “do you think I want these potential 
contracts to say, ‘Didn’t you once welsh on us?’ ” 


On November 6, 1933, Mr. Justice Car- 
dozo read the opinion of the Supreme Court’: 


“We may assume that the payments to 
creditors of the Welch Company were nec- 
essary for the development of the petitioner’s 
business, at least in the sense that they were 
appropriate and helpful. .. . He certainly 
thought they were, and we should be slow 
to override his judgment. But the problem 
is not solved when the payments are char- 
acterized as necessary. Many necessary pay- 
ments are charges upon capital. There is 


1 Welch v. Helvering [3 ustc { 1164], 290 U. S. 
111 (1933). < 
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need to determine whether they are both 
necessary and ordinary. Now, what is ordi- 
nary, though there must always be a strain 
of constancy within it, is none the less a 
variable affected by time and place and cir- 
cumstance. Ordinary in this context does 
not mean that the payments must be habit- 
ual or normal in the sense that the same 
taxpayer will have to make them often. A 
lawsuit affecting the safety of a business may 
happen once in a lifetime. The counsel fees 
may be so heavy that repetition is unlikely. 
None the less, the expense is an ordinary 
one because we know from experience that 
payment’ for such a purpose, whether the 
amount is large or small, are the common 
and accepted means of defense against at- 
tack. ... The situation is unique in the life 
of the individual affected, but not in the 
life of the group, the community, of which 
he is a part. At such times there are norms 
of conduct that help to stabilize our judg- 
ment, and make it certain and objective. 
The instance is not erratic, but is brought 
within a known type. 


“The line of demarcation is now visible 
between the case that is here and the one 
supposed for illustration. We try to class- 
ify this act as ordinary or the opposite, and 
the norms of conduct fail us. No longer can 
we have recourse to any fund of business 
experience, to any known business practice. 
Men do at times pay the debts of others 
without legal obligation or the lighter obli- 
gation imposed by the usages of trade or by 
neighborly amenities, but they do not so 
ordinarily, not even though the result might 
be to heighten their reputation for generos- 
ity and opulence. Indeed, if language is to 
be read in its natural and common meaning 

. . we should have to say that payment 
in such circumstances, instead of being or- 
dinary is in a high degree extraordinary. 
There is nothing ordinary in the stimulus 
evoking it, and none in the response. Here, 
indeed, as so often in other branches of the 
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law, the decisive distinctions are those of 
degree and not of kind. One struggles in 
vain for any verbal formula that will supply 
a ready touchstone. The standard set up 
by the statute is not a rule of law; it is 
rather a way of life. Life in all its fullness 
must supply the answer to the riddle. 


“The Commissioner of Internal Revenue 
resorted to that standard in assessing the 
petitioner’s income, and found that the pay- 
ments in controversy came closer to capital 
outlays than to ordinary and necessary ex- 
penses in the operation of a business. His 
ruling has the support of a presumption of 
correctness, and the petitioner has the bur- 
den of proving it to be wrong. . ... Unless 
we can say, from facts within our knowl- 
edge, that these are ordinary and necessary 
expenses according to the ways of conduct 
and the forms of speech prevailing in the 
business world, the tax must be confirmed. 
But nothing told us by this record or within 
the sphere of our judicial notice permits us 
to give that extension to what is ordinary 
and necessary. Indeed, to do so would open 
the door to many bizarre analogies. .. . 
Reputation and learning are akin to capital 
assets, like the good will of an old partner- 
ship... . For many, they are the oyly tools 
with which to hew a pathway to success. 
The money spent in acquiring them is well 
and wisely spent. It is not an ordinary ex- 
pense of the operation of a business.” 


NE writer was interested in the inter- 

pretation “of the twin terms ‘ordinary’ 
and ‘necessary’ as Siamese twins.”? 
“The reputation that expenses be necessary,” 
noted another observer, “has caused little 
difficulty. The Supreme Court, as have 
courts generally, had its tongue in its cheek 
when it said in one breath that the word is 
to be given its common meaning and in the 
next that ‘necessary’ means ‘appropriate and 
helpful.’ If the proverbial Man in the Street, 
or Mr. Businessman, were to be asked what 
he understands by the necessary expense, he 
would hardly use the synonyms employed 
by the Supreme Court; rather, he would 
more likely speak in terms of indispensabil- 
ity.”* But if in the tax law “necessary” 
lacks a meaning with the force of Scripture, 
there is even a problem of degree in Holy 
Writ. “The word necessary ... [does] not 


2S. C. Walsh, ‘‘Actual Income Versus Taxable 
Income Under the 1934 Act—Deductions,’’ TAxES 
—The Tax Magazine, May 1935, p. 257. 

3 Leon L. Rice, Jr., ‘‘New Light on the Mean- 
ing of ‘Ordinary and Necessary’ Expenses,’’ 
TAxES—The Tax Magazine, June 1944, p. 248. 
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always denote an absolute necessity, but a 
necessity of decency.” * 


An obligation to pay, per se, is not enough. 
“The mere fact that an expense was incurred 
under a contractual obligation . . . does not 
make it the equivalent of a rightful deduc- 
tion under section 23(a).”° “Furthermore, 
the deductibility of an expense does not de- 
pend upon the fact that an obligation to pay 
has arisen, but, rather, upon the kind of 
transaction out of which the obligation arose 
and its normalcy and necessity in the par- 
ticular business in which incurred. Also, 
the fact that a taxpayer might derive some 
benefit from the transaction does not bring 
it within the ambit of his business.” ° 


A cash-basis.real estate business could 
deduct the full premium on a long-term in- 
surance policy, as “I think that these pay- 
ments were ordinary and necessary according 
to the ways of conduct and the forms of 
speech prevailing in the business world, and, 
as such, were proper deductions.”* An in- 
dividual’s conscience, however, may not be 
objectified. “Yet in the absence of any evi- 
dence as to what is the custom in the legal 
profession (cf.... Welch v. Helvering .. .) 
there is no basis for a court assuming or 
finding that it is usual for attorneys who 
have stated that certain payments will be 
made on behalf of their clients, and who 
have been disappointed by their clients .. . 
to pay out of their own pockets their clients’ 
obligations.” ® 


“And let our men also learn to excel in 
good works for necessary uses... .”® 

Expenditures for good will are not always 
deemed necessary—or ordinary. A labor bank 
failed; and a utility company, under attack by 
labor, felt that this was an opportunity to ob- 
tain good will. Accordingly, the utility paid the 
depositors some 40% of their deposits, which 
payments were disallowed for tax purposes 
as being a voluntary undertaking.” And a 
corporation could not “expense” the selling 
price of stock sold to employees when the 
market declined, for “we can not say that 
the voluntary surrender of $69,000 without 
any legal compulsion, was an ‘ordinary’ ex- 


* Alexander Crudens, A Complete Concordance 
to the Old and New Testament (Simpkin, 
Marshall, and Company, 1879), p. 476. 

5 Hskimo Pie Corporation v. Commissioner 
[CCH Dec. 14,348], 4 TC 669 (1945). 

6 Lewis v. Commissioner [CCH Dec. 15,704], 8 
TC 770 (1947). 

tT De Blois et al. v. Welsh [37-1 ustc 1 9296], 19 
F. Supp. 356 (DC, Mass., 1937). 

8 Friedman v. Delaney [48-1 ustc { 9174], 75 F. 
Supp. 568 (DC, Mass., 1948). 

® Titus 3:14. 

10 Mitten Management, Inc. v. Commissioner 
[CCH Dec. 8324], 29 BTA 569 (1933). 
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pense. On the contrary, we are of the 
opinion that it was quite extraordinary.” ” 


But where a corporation repaid amounts 
borrowed by its president before he com- 
mitted suicide, the deduction was sustained. 
“According to the ways of conduct and the 
forms of speech prevailing in the business 
world we believe that payment by a com- 
pany of loans made by its employees to its 
president under whom they worked and 
who proved to be insolvent, is an ordinary 
and necessary expense of the business when 
the directors in good faith and with good 
reason authorize the payment for the pur- 
pose of preserving the loyalty of employees 
and the good will of customers. The situa- 
tion may be unique in the life of the peti- 
tioner but it is not so in the life of the business 
corporation as a group.” ” 


~ IMILARLY, a corporation was allowed 
to take a deduction for the purchase of 
funded annuities for certain officers and em- 
ployees, in amounts higher than the Com- 
missioner felt were reasonable compensation. 
“(T]his brings us back to the Cardozo 
concept of what is ordinary in consideration 
of the status and history of the taxpayer and 
of the period in which its incentive plan 
was formulated, pursued, and enlarged, for 
here we deal not with an isolated act as in 
Welch, but may have recourse to ‘a fund of 
business experience’ and to ‘a known busi- 
ness practice.’ . . . The incentive plan adopted 
and enlarged by the petitioner was not 
unique in the life of the group or of the 
community of what it was a part.” ™ 


A corporation could deduct the cost of 
getting out of an agency contract because 
the agent’s methods proved harmful and 
embarrassing to the corporation. “The ef- 
fort of the taxpayer in the Welch case was 
to impress the community with his charac- 
teristics for honesty and fair dealing and 
thereby establish a degree of morality for 
its business. In the instant case, the tax- 
payer’s reputation was being injured by the 
conduct of an agent, and its primary motive 
in seeking the cancellation of its contract 
was to prevent the loss of earnings.” ™ 
Where an insurance agent personally paid 
clients’ matured claims against the corpora- 
tion he represented after it failed, he could 


11 Western Maryland Dairy Corporation v. 
Commissioner [CCH Dec. 8990], 32 BTA 769 
(1935). 

2 Dunn and McCarthy, Inc. v. Commissioner 
[43-2 ustc 9688], 189 F. (2d) 242 (CCA-2, 1943). 

13 Lincoln Electric Company v. Commissioner 
[47-1 ustc 7 9282], 162 F. (2d) 379 (CCA-6, 1947). 

14 Helvering v. Community Bond and Mortgage 
Corporation [35-1 ustc { 9054], 74 F. (2d) 727 
(CCA-2, 1935). 
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take a deduction. “The present proceeding, 
in our opinion, does not come within the 
doctrine of the Welch case. Then the ex- 
penditures were made to acquire, and not 
to retain or protect and promote the tax- 
payer’s business.” * 


Expenses to protect the taxpayer may be 
deductible. Thus a bank could deduct a 
sum paid under an agreement whereby an 
out-of-town institution took over a local 
bank that was about to be closed.“ And 
payments to attorneys and accountants in 
connection with an S. E. C. investigation 
were deductible, as well as those related to 
a resultant stockholder suit, for “clearly the 
hazard to the plaintiff's business from the 
pending and threatened litigation was such 
that in the world of business affairs the 
payments constituted ‘a common and ac- 
cepted means of defense’ and so qualified as 
an ‘ordinary’ expense of the business within 
the definition of the Welch case.” ™ 


Expenses of resisting a post-office fraud 
charge were deductible. “If the deduction 
in the case at bar was not an ordinary and 
necessary expense to the ‘carrying on’ of 
the business, we are unable to understand 
the English language. Without this ex- 
pense, there would have been no tax. To 
say that this expense is not ordinary and 
necessary is to say that that which gives 
life is not ordinary and necessary.”*% A 
corporation was allowed to deduct the set- 
tlement cost of a suit involving its president 
personally, as the matter “did not remain a 
purely personal dispute” and “was used as a 
weapon to attack the [corporation] and its 
business.” ” 


It might be necessary to pay off a sup- 
plier’s creditors so as to continue to get the 
type of merchandise desired, but the court 
was not persuaded “that such payment was 
ordinary in the common, accepted use of 
that term, to the extent that it was normal, 
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usual, or customary. Where expenses 
are not intended to result in “a direct or 
immediate profit” but merely to bring the 
taxpayer’s ability ta the attention of a pro- 
spective employer, “they are not ordinary 
and necessary expenses of carrying on a 


Miller v. Commissioner [CCH Dec. 10,024], 
37 BTA 830 (1938). 

16 First National Bank of Skowhegan, Maine 
v. Commissioner [CCH Dec. 9626], 35 BTA 876 
(1937). 

17 Lomas & Nettleton Company v. U. S. [48-2 
ustc § 9362], 79 F. Supp. 886 (DC, Conn., 1948). 

1 Heininger v. Commissioner [43-1 vustc 
| 9287], 1383 F. (2d) 567 (CCA-7, 1943). 

18 Catholic News Publishing Company v. Com- 
missioner [CCH Dec. 16,212], 10 TC 73 (1948). 

2A, Giurlani & Bro. v. Commissioner [41-1 
ustc { 9472], 119 F. (2d) 852 (CCA-9, 1941). 
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trade or business. This is not to say that 
they do not deserve recognition and respect 
—that they are not ‘well and wisely spent’— 
Welch v. Helvering . . . but only that they 
cannot be given deductibility for tax pur- 
ee ..< 


EALS between related entities may run 

afoul of the requirement of “ordinary.” 
Thus where a president lent money to his 
corporation in return for six per cent inter- 
est plus a profit participation, the court dis- 
allowed a corporate deduction for the latter. 
“It would be difficult for us to believe that 
a corporation which was doing as profitable 
a business as petitioner . . . would ordinarily 
in an arm’s length transaction agree to pay 
to a lender . . . an additional finance charge 
of twenty-five per cent of its earned net 
profits.” A corporation exchanged its 
stock for the assets of another, agreeing to 
pay the difference between the values of the 
stock and the assets when subsequently de- 
termined; meanwhile, all net profits were 
paid over on account. The court rejected 
the profit payment as an expenditure, for 
“No evidence in the record tends to show 
that the expense, if it be an expense, was 
‘ordinary’... .”* 


Legal fees and other expenses in con- 
nection with a merger are not deductible. 
“These expenses were incurred in connec- 
tion with the taxpayer’s business but were 
not necessary in the ordinary course of its 
conduct. On the contrary, they were made 
necessary by its decision to carry on busi- 
ness no longer.” * 


21 Osborn v. Commissioner [CCH Dec. 13,852], 
3 TC 603 (1944). 

2 George J. Haenn, Inc. v. Commissioner 
[CCH Dec. 14,054], 3 TC 1163 (1944), aff’d [45-1 
ustc’f 9175], 147 F. (2d) 682 (CCA-3, 1945). 

23 Fontana Power Company v. Commissioner 
[42-1 ustc § 9430], 127 F. (2d) 192 (CCA-9, 1942). 

24 Motion Picture Capital Corporation v. Com- 
missioner [36-1 vustc { 9048], 80 F. (2d) 872 
(CCA-2, 1936). 


If gambling is, as alleged, irresistible, 
nevertheless, “we are not convinced from 
the evidence here presented that betting on 
the races was an ordinary and necessary 
expense of the petitioner in training. race 
horses .”** Where the operator of a 
“horse-book” establishment bought “protec- 
tion,” the “expenses have been disallowed 
as being contrary to sound public policy or 
prescribed types of conduct.”** Payments 
to gangsters to get a labor dispute settled 
were disallowed, for “in showing necessity, 
the taxpayer has not relieved itself of the 
burden of meeting the other requirements 
of Section 23(a)(1)(A). Cf. Welch v. Hel- 
vering.”™ Lobbying expenses are unneces- 
sary, one court believed, as “Testimony as 
to the reality of either the usual custom or 
the specific instance, although perhaps 
shameful, could like any other sad reality 
have been produced. A failure to offer the 
pleasanter evidence of an opposite tendency 
to a most ethical generosity cost the virtuous 
taxpayer his deduction in Welch v. Helver- 
I 


But a payment to a Louisiana State Sena- 
tor on sales to the State Highway Com- 
mission was held deductible as ordinary and 
necessary expense under the circumstances, 
for, said the court blandly, “The revenue 
laws of the United States are not over- 
squeamish.” As the impressionable Dr. 
Watson so often observed, “An amazing 
deduction, my dear Holmes.” 


% Simms v. Commissioner [CCH Dec. 8187], 
28 BTA 988 (1933). 

%G,. A. Comeaux v. Commissioner [CCH Dec. 
16,238], 10 TC —, No. 27 (1948). 

21 Hxcelsior Baking Company v. U. 8. [49-1 
ustc § 9132], — F. Supp. — (DC, Minn., 1949). 

28 Commissioner v. Textile Mills Securities Cor- 
poration [40-2 ustc { 9822], 117 F. (2d) 62 
(CCA-3, 1940). 

2 Alexandria Gravel Company, Inc. v. Com- 
missioner [38-1 ustc { 9212], 95 F. (2d) 615 
(CCA-5, 1938). 


“The Revenue Laws of the United States are not over-squeamish.”— 


oS Gravel Company v. Commissioner, 38-1 ustc 9212, 95 F. 
(2d) 615. 
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Books ... 


Liberty—Two Concepts 


Liberty—A Path to Its Recovery. F. A. 
Harper. The Foundation for Economic 
Education, Irvington-on-Hudson, New York, 
New York. 1949. 159 pages. $1.50 (cloth 
bound); $1 (paper bound). 


Liberty Against Government. Edward S. 
Corwin. Lotisiana State University Press, 
Baton Rouge, Louisiana. 1948. 210 pages. $3. 


Mr. Harper states that the main purpose 
of his book is to offer a concept of liberty 
which will serve as a guide to its recovery. 
There is a kernel of great truth in that 
statement. You can’t look for a lost object 
if you don’t know what has been lost. 


Liberty in this day of close association, 
business and political, cannot be defined 
completely in the melodramatic, euphemistic 
phrase of the politician: “freedom of wor- 
ship and of speech and freedom from want 
and from fear.” Any inmate of a federal 
penitentiary has all of these freedoms, but is 
certainly not free. Freedom has an economic 
aspect, and it is the treatment of freedom 
in an economic concept that provides the 
outstanding message of this book. 


“The problem of economic liberty touches 
every exchange of goods and services, the 
ownership of property and every contrac- 
tual arrangement involving these affairs be- 
cause human relationships are involved in 
them.” A high level of economic liberty is 
thus the requisite for other liberties. 


People have come to believe that it is 
impossible to lose liberty in a democracy. 
“Democracy assures that the will of the 
people will prevail, and that, this is liberty. 
So long as democracy is preserved we can 
rest assured that liberty will continue to the 
full.” But the more a person leans on an 
unsure support, the more certain he is to 
fall. Edmund Burke observed that people 
never give up their liberties except under 
some delusion. “Probably no other belief 
is sO much a threat to the people in the 
United States and in the rest of the world 
as the one that democracy by itself guar- 
antees liberty.” 


Books .. . Articles 


. . Articles 


In 1947 the governmental “take” was 
twenty-nine cents from each dollar of in- 
come. This is one and one-half times the 
national food bill. The government is now 
taking from peoples’ income an amount 
equivalent to the complete enslavement of 
forty-two million people—working persons 
and members of their families. All this is 
being done in the name of liberty in a 
country where it supposedly shines as a 
beacon to the rest of the world. 


The present figure of twenty-nine cents 
is large enough, but a decline in employ- 
ment to that of the period of 1938-1940 
would automatically increase that figure to 
thirty-five cents. 


What can we do? The author’s answer 
avoids the irrelevant “they.” He puts the 
solution up to you, in that the government 
is not “they” but “we.” For men as inter- 
ested in the finance and prosperity of this 
nation as are tax men, this book should 
merit close study. 


Mr. Harper’s book deals with liberty as 
an economic concept. Mr. Corwin’s book 
deals with the “rise, development and de- 
cline of that distinctly American employ- 
ment of the word ‘liberty’” as a judicial 
concept. The theme of the latter book is the 
development of the Fourteenth Amendment 
to the United States Constitution. 


Moderns now conceive of liberty as hav- 
ing sometlfing more than the mere pro- 
prietarian connotations the word-idea 
inherited from the doctrine of vested rights. 
It now has an equalitarian tinge. “Nor is 
there anything exceptional in this. In the 
Ciceronian-Lockian concept of natural law, 
liberty and equality are not hostile, but 
friendly conceptions; and in the Declara- 
tion, of Independence, the same amicable 
relation holds: ‘All men are created equal 
and are endowed by their Creator with cer- 
tain unalienable rights.’ 


“In the legalistic tradition on which 
judicial review has operated in the past for 
the most part ‘liberty’ and ‘equality’ are on the 
other hand apt to appear as opposites, the 
former as the special care of the courts 
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and the latter the peculiar care of the legis- 
lature. It is easy to imagine in the light 
shed by the current ideologies that the de- 
mands on the legislative power, national and 
state, might so multiply in behalf of the 
common man, whose century this is said to 
be, that the notion of Liberty against Gov- 
ernment and its implement, the judicial re- 
view, would be gradually but inexorably 
crowded to the wall.” 


It is interesting to note here that Mr. 
Harper, in his book on liberty, has this to 
say about the common man: “The common 
man is well named because there are so 
many of us. And the uncommon man is 
the one who has developed and put to use 
his extremely rare abilities.” And Mr. Cor- 
win says of the common man: “The great 
question is, Can the ‘common man’ unaided 
by the uncommon man keep civilization 
going?” 

Mr. Corwin writes his book out of years 
of close association and study of constitu- 
tions, especially the American basic instru- 
ment. He writes as a great historian who 
fits all the trees into a pattern, which, for 
you and me, make the beautiful forest. His 
book is thoroughly documented with ancient, 
medieval and contemporary sources. 


The book ends, as did De Tocqueville’s 
great work of a century ago, with a prayer 
that the common man and the uncommon 
man may distinguish between delusions of 
liberty and true liberty: “. . . nations of 
our time cannot prevent the conditions of 
men from becoming equal; but it depends 
upon themselves, whether the principle of 
equality is to lead them to servitude or free- 
dom, to knowledge or barbarism, to pros- 
perity or to wretchedness.” 


Both books teach that liberty is a many- 
faceted jewel. Mr. Corwin’s book describes 
the cutting and the polishing of the jewel. 
Mr. Harper’s book asks you to, look at the 
facet on the right side. He explains that 
the jewel’s brilliance is due as much to that 
facet as to any other. Both books warn 
against a recutting of the stone—something 
most modern discussions of liberty advocate. 
Leave it be—after all, this jewel is a gift to 
man from the Divine Lapidary. 


Hoover Commission Report 


The Hoover Commission Report. McGraw- 
Hill Book Company, Inc., 330 West 42nd 


Street, New York 18, New York. 1949. 540 
pages. $3.75. 

This is a publication of the celebrated 
Hoover Commission Report on the organi- 
zation of the executive branch of the govern- 
ment. It is complete in ore volume. 


New York Tax Laws Collected 


The Tax Law of the State of New York. 
Commerce Clearing House, Inc., 214 North 
Michigan Avenue, Chicago 1, Illinois. 1949. 
370 pages. $3. 

This volume reproduces Chapters 60 and 
78 (Article 4) of the Consolidated Laws of 
New York as well as Chapter 346 of the 
Laws of 1949 from the corresponding mate- 
rial in “The Law—New York State” divi- 
sion of the CCH New York Tax Reporter. 
Chapter 346, Laws of 1949, relates to the 
establishment of a State Board of Equaliza- 
tion and Assessment; Article 4, Chapter 78, 
of the Consolidated Laws creates the De- 
partment of Taxation and Finance, and is 
included for its references to that depart- 
ment in the text of the tax law. The provi- 
sions relating to the horse-racing tax are 
especially included as a feature of this 
publication. 


Relating Tax Reform to Employment 


“Tax Policy for Enterprise.” John W. 
Hanes. Fortune, 350 Fifth Avenue, New 
York 1, New York. June, 1949. $1.25. 


The author suggests three tax reforms 


which he claims would provide the required 


700,000 new jobs a year. 


Financing the Municipality 


“What Can Cities Tax Next?” Clyde F. 
Snider. National Municipal Review, National 
Municipal League, 299 Broadway, New York 
7, New York. May, 1949. 50¢. 


How Did We Do 
in the First Quarter of 1949? 


“National Income and Product in the First 
Quarter of 1949.” Survey of Current Business, 
United States Department of Commerce, 
Government Printing Office, Washington 25, 
D. C. May, 1949. 25¢. 


—$ 
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Administrative ... 





SUPREME COURT 


New York: Tax claims in bankruptcy: 
Date when interest ceases.— Tax claims 
against a bankrupt bear interest only to 
the date of filing the petition in bankruptcy 
and not to the date of payment. The for- 
mer practice of the courts of allowing inter- 
est on tax claims to the date of payment in 
cases arising prior to the 1926 Amendments 
and the 1938 Chandler Amendments was 
based on the judicial construction of the 
then applicable Section 64a which gave taxes 


absolute priority and dispensed with proof. . 


The courts had decided from this that taxes 
were not claims in bankruptcy and should 
not be treated as such. This construction 
was overruled by the 1926 and 1938 Acts 
which placed taxes in the same category as 
other claims on which interest was not al- 
lowed after filing the petition.—City of New 
York v. Sqper; State of New York v. Carter; 
United States v. Carter. 2 CCH Strate Tax 
Cases Reports ¥ 200-033. 


Nonresident aliens: Advance payments 
for serial rights to literary works.—Lump- 
sum payments received in 1938 and 1941 by 
a nonresident alien author for exclusive 
serial and book rights throughout the United 
States in relation to specified literary works 
ready to be copyrighted, constituted “gross 
income from sources within the United 
States” as used in Sections 119, 211 and 212 
(a) of the Revenue Act of 1938 and the 
Internal Revenue Code. Under the Reve- 
nue Act of 1934, sums received by a non- 
resident alien individual for the use of a 
copyright in the United States constituted 
taxable gross income, and the Revenue Act 
of 1936 made it clear that receipts in the 
nature of royalties, on which tax previously 
had been withheld at the source, were in- 
cluded in income from sources within the 
United States as defined in Section 211 (a). 
None of these provisions of the 1936 Act 
were changed by the 1938 Act, the Internal 
Revenue Code or the 1940 or 1941 amend- 


Interpretations 





ments to the Code, except in relation to the 
size of the tax rates. The receipts were not 
rendered tax exempt solely by reason of the 
consolidation of the payment into one sum. 
—Commissioner of Internal Revenue, Peti- 
tioner v. Pelham G. Wodehouse, 49-1 ustc 
{ 9310. 


APPELLATE AND OTHER COURTS 


Amortizable bond premium: Deductibility 
of bond premium when bonds are converti- 
ble into stock—In 1944 the taxpayer pur- 
chased some bonds with a face value of 
$50,000 for $60,638.75. The bonds were sub- 
ject to call on thirty-days’ notice at 104 per 
cent, and provided that holder should have 
the option of converting them into stock. 
The company exercised its right to call. In 
his 1944 return the taxpayer claimed as a 
deduction the difference between the cost 
of the bonds to him and the call price. The 
Commissioner refused to allow the deduc- 
tion, reasoning that the excess paid for the 
bonds over their face value represented the 
value of the conversion rights. But the Tax 
Court restored the deduction. In affirming 
the action of the Tax Court, the United 
States Court of Appeals ruled that the fact 
that a bond is callable or convertible into 
stock does not of itself prevent the applica- 
tion of Section 125 of the Code. If the 
option to convert the bond into stock rests 
with the bond owner, it is within the pur- 
view of the above seetion of the Code —CA-2. 
Commissioner of Internal Revenue, Petitioner 
v. Christian W. Korell, Respondent, 49-1 ustc 
{ 9306. , 


Estate tax: Possibility of reverter: In- 
come accumulated until settlor’s death.— 
The decedent transferred property in trust, 
in 1916, with the provision that, upon the 
death of all the beneficiaries within the de- 
cedent’s lifetime, the corpus should revert 
to him. The income from the life estates 
created for the decedent’s three children was 
to be accumulated until his death. Spend- 
thrift provisions prevented an anticipation 
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of enjoyment by the beneficiaries. The 
corpus is held taxable by reason of the 
reservation of a possibility of reverter, with- 
out allowing any deduction on account of 
the value of the life estates. Estate of 
Spiegel v. Commissioner, 335 U. S. 701, 49-1 
ustc { 10,703, followed—CA-3. Estate of 
George P. Rhodes, Deceased; John B. Rhodes 
and George P. Rhodes, Jr., Executors, Peti- 
tioners v. Commissioner of Internal Revenue, 
Respondent, 49-1 ustc { 10,723. 


‘Property subject to lien for taxes.—A lien 
for taxes on distilled spirits does not attach 
to the cash surrender value of three insur- 
ance policies upon the life of the defendant, 
paid for and held by his wife, the benefi- 
ciary. The reserved right of the insured to 
change the beneficiary does not, under ap- 
plicable state (New Jersey) law, deprive his 
wife of a vested interest in the policies, and 
the defendant was not at any time in a posi- 
tion to defeat his wife’s right to the policies, 
as they were in her custody. Because of 
the finding that the insurance policies in 
question were never the property of the de- 
fendant, it is immaterial in this case that 
state exemption statutes do not apply as 
against claims of the United States for fed- 
eral taxes. However, since liability of the 
defendant for the tax assessment was not 
disputed, the District Court erred in not 
entering judgment in favor of the plaintiff 
and against the defendant for the amount of 
taxes due, with interest—CA-3. United 
States of America, Appellant v. Joseph Burgo, 
Mrs. Rose Burgo, Metropolitan Life Insurance 
Company, a Corporation, and Sun Life Assur- 
ance Company of Canada, a Corporation, 49-1 
ustc { 9307. 


Gift tax: Transfer to son’s trust pursuant 
to property settlement agreement.—In 1935, 
the petitioner entered into a property set- 
tlement agreement with his wife, incident to 
a divorce decree which ratified the settle- 


ment. By the agreement, the petitioner 
transferred property outright to his wife and 
created trusts for his minor children. Only 
the trust income was payable for the’ chil- 
dren’s support during minority. In 1943, 
pursuant to a judgment for specific per- 
formance of the terms of the agreement, the 
petitioner transferred an additional amount 
to the trust for his son, the only surviving 
child. The transfer to the son’s trust in 
1943 is held taxable as a gift, less the value 
of the son’s right to receive the income for 
his support for the year between the date 
of the transfer and the son’s coming of age. 
—CA-5. Roland M. Hooker, Petitioner v. 
Commissioner of Internal Revenue, Respond- 
ent, 49-1 ustc J 10,724. 
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Estate tax: Transfer with power to 
change enjoyment: Power of revocation 
with consent of beneficiaries—The dece- 
dent grantor established a trust on Decem- 
ber 3, 1936, under the terms of which the 
income of seven ninths of the trust estate 
was payable to his wife for life. Upon her 
death, such income was payable to grantor 
until his death. Upon his death, or the 
death of his wife if she survived him, the 
trust estate was to be delivered to grantor’s 
son, if living, otherwise to his then living 
children per stirpes or their issue, the trust, 
however, to continue as to those under 
twenty-one years of age. If no children or 
issue, the estate was to be delivered to the 
son’s spouse if living, otherwise to a desig- 
nated hospital. Although the agreement 
expressly provided that the trust was not 
revocable by the decedent as grantor, it 
could be revoked or terminated by the writ- 
ten consent of “all of the then living bene- 
ficiaries” twenty-one years or more of age. 
The value of the trust estate is held includi- 
ble in the gross estate of the decedent, under 
Section 811 (d) (1) of the Internal Revenue 
Code.—CA-6. Estate ef A. Frank Seltzer, 
Deceased, Louise K. Seltzer, Executrix, Peti- 
tioners v. Commissioner of Internal Revenue, 
Respondent, 49-1 ustc { 10,719. 


Tax on admissions: Club memberships as 
admissions: Educational purpose.—Where a 
club was chartered “for the education of its 
members through informational talks” and 
“for the sole purpose of promotitig educa- 
tional, patriotic, cultural and scientific in- 
terest” in the local community, it was held 
the initiation fee of ten dollars and the an-- 
nual fee of ten dollars collected from each 
member are not payments in the sense of 
“an admission to any place” under Section 
1700 (a), as amended, contrary to claim of 
the Commissioner that the primary purpose 
of the local organization was the procuring 
of lectures for the education and entertain- 
ment of its members and their guests and 
the collection of annual or season fees to 
pay to the parent organization, a booking 
agent, the charges for the lectures and inci-. 
dental expenses. Refund allowed. — DC 
Mont. John N. Newland and Butte Execu- 
tives Club, a nonprofit unincorporated associa- 
tion, Plaintiffs v. Lewis Penwell, individually 
and as Collector of Internal Revenue for the 
District of Montana, Defendant, 49-1 ustc 
7 9309. 


Interest on overpayments: Interest on re- 
funds.—In an action by the taxpayer’s execu- 
tor to recover additional interest on a claim 
for refund for the period from the date of 
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the issuance of the refund check to the date 
of delivery, which was delayed because of 
the taxpayer’s death, but through no action 
by the government, held that interest to the 
date of delivery is not authorized by the 
statute—DC Okla. Laurence L. Dresser, 
Executor of the Estate of LaVera L. Dresser, 
Deceased, Plaintiff v. The United States of 
America, Defendant, 49-1 ustc { 9308. 


TAX COURT 


Compensation authorized after close of 
year: Accrual basis: Salary stabilization.— 
The taxpayer, engaged in the business of 
manufacturing and selling funrniture, deducted 
for 1945 a total amount of $31,368.44 for com- 
pensation paid its vice president and its 
general manager. The taxpayer being on 
the accrual basis, the issue was raised as 
to whether portions of the compensation 
applicable to 1943 and 1944 should have 
been deducted in those years. The amounts 
for the earlier years represented percentages 
of earnings of the company’s profits which 
were not paid due to a misunderstanding 
of the application of the Stabilization Act 


of 1942. It was agreed at the hearing, how- ~ 


ever, that the proper year of accrual for 
any bonuses on the taxpayer’s net income 
was the year 1945. It was contended by 
the Commissioner that only the cash paid 
for salaries owing in 1945 was deductible, 
but not the bonuses voted by the Board of 
Directors on the last day of the fiscal year 
1945 which were paid in the form of notes 
due in 1955. On the authority of Lucas v. 
Ox Fibre Brush Company, 281 U. S. 115, 2 
ustc J 522, it was held that the bonuses for 
the years 1943 and 1944 were properly accru- 
able as deductions in 1945. It was further 
determined that the total amount was rea- 
sonable for the purpose of deduction under 
Section 23 (a) (1).—Atlumor Manufacturing 
Company, Inc. v. Commissioner, CCH Dec. 
17,008. 


TAX COURT 
MEMORANDUM OPINION 


Deductions: Accelerated depreciation: 
Rates.—The Commissioner reduced certain 
deductions taken in 1943 and 1944 for depre- 
ciation on the taxpayer’s three apartment 
buildings situated in areas of Chicago that 
have become lower-rent sections. The build- 
ings were of brick and stone construction with 
back porches of wood. The interiors of the 
buildings were frame, ordinarily known as 
“mill” construction. The taxpayer claimed 
depreciation at the rate of 2.5 per cent in 
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1943 and three per cent in 1944 for the same 
cost basis. A rate of 2.5 per cent based on 
an estimated useful life of forty years ending 
in 1949, 1950 and 1951 was allowed by the 
Commissioner, while the taxpayer’s addi- 
tional deduction, erroneously characterized 
as “amortization,” of two per cent in 1943 
and three per cent in 1944 was disallowed. 
Before the Tax Court, this characterization 
was changed to depreciation and obsolescence 
but no actual worthlessness or abandonment 
was proved and the court could not find 
from the facts that the properties had reached’ 
the end of their economic life or were in 
danger of doing so. During the taxable 
years the buildings were operated subject 
to rent control and were in a bad state of 
repair, but assuming that there were losses, 
the indications were that the taxpayer re- 
garded them as temporary. The buildings 
earned a substantial amount of gross income 
in the taxable years and continued to do 
so thereafter as the court found in testing 
the accuracy of the estimated useful life. 
The court held, therefore, that as applied 
by the Commissioner the rate of 2.5 per cent 
was adequate to return to the taxpayer his 
cost basis within the purpose of Code Section 
23 (1).—Herbert E. Bradley and Mary Hast- 
ings Bradley v. Commissioner, CCH Dec. 
17,001(M). 


Deductions: Depreciable property: Farm 
buildings. — In his original notice of de- 
ficiency the Commissioner made a partial 
disallowance of the depreciation deduction 
on the taxpayer’s farm buildings in Wis- 
consin. In this proceeding, however, the 
Commissioner claimed an increased deficiency 
based on the total disallowance of the deduc- 
tion. The Tax Court found that as to all but 
one of the buildings, the Commissioner’s de- 
termination was correct in view of the use 
which the evidence showed was exclusively 
personal. The taxpayer’s wife had a studio 
on the premises, but it was not proved that 
the studio was used in her trade or business 
as a professional writer. The Commissioner 
did not prove the contrary so that as to this 
single item, the original deficiency applicable 
thereto was sustained but the claim for an 
increased deficiency was disapproved.—Herbert 
E. Bradley and Mary Hastings Bradley v. 
Commissioner, ibid. 


Proceeds from life insurance policy: No 
facts from which Commissioner could deter- | 
mine consideration paid for policy.—The 
Commissioner had determined a deficiency. 
against the taxpayer. It was found that the 
petitioner had received the proceeds of a 
life insurance policy and had not included 
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the proceeds in gross income. Legal fees 
and expenses in connection with the col- 
lection of the proceeds, however, were 
allowed. 


The petitioner urged that the determi- 
nation of a deficiency was arbitrary and 
without rational foundation; that the deter- 
mination recited that the policy was acquired 
for a consideration and then went on to say 
that the entire proceeds, less only collection ex- 
penses, were part of gross income; and that 
this determination was contrary to Sections 
22 and 57 of the Code. 

Because the petitioner failed to prove its 
case, the Tax Court held for the Commis- 
sioner. Although Section 57 requires the 
Commissioner to determine the correct tax, 
he relied upon the return and the informa- 
tion contained therein. The return indicated 
that the taxpayer had acquired an insurance 
policy for some consideration, but there was 
no clue as to the amount of the consideration. 
The determination of the deficiency puts the 
burden of proving the facts on the taxpayer. 
The mere mention of a consideration for 
the policy does not place the burden on the 
Commissioner to prove the amount of the 
consideration. The government has a right 
to the full disclosure of the facts upon which 
a taxpayer bases his claim—The Federal 
National Bank of Shawnee, Oklahoma v. Com- 
missioner, CCH Dec. 17,014(M). 


Capital gains and losses: Sale of breeding 
hogs: Application of Section 117 (j).—In 
1944 the taxpayer, a Minnesota farmer, sold 
twenty-two sows and one boar from his hog 
breeding herd, no one of which was a pedigreed 
or registered animal. These animals had been 
held by him primarily for breeding purposes 
and for a period longer than six months. 
Their sale was not abnormal and did not 
cause any depreciable reduction in the size 
of the herd. It was held that the animals 
sold from the hog breeding herd were capital 
assets within the meaning of Code Section 
117 (3), and the profits realized from such 
sales are taxable to the farmer as capital 
gains and not as ordinary income. Albright 
v. Commissioner, 49-1 ustc J 9215, and Isaac 
Emerson, 12 TC —, CCH Dec. 16,989, fol- 
lowed.—Leslie S. Oberg v. Commissioner, 
CCH Dec. 17,016(M). 


STATE COURTS 


Proration of federal estate tax: Repug- 
nancy of provisions of law.—The appellate 


courts of Connecticut have held that the 


proration statutes are constitutional. A plea 
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of unconstitutionality made in a nisi prius 
court will not be entertained by that court. 
A provision in. the law which permits a 
testator to avoid proration by a testamentary 
provision in his will merely reiterates and 
acknowledges the common-law provision . 
that the intention of a testator is to be car- 
ried out. This provision is not repugnant 
to the provision that proration statutes ap- 
ply to estates of persons dying within one 
year prior to the effective date of the statute. 
—Conn. Elizabeth S. Griffiths v. Frederick M. 
McCarthy, Executor, CCH INHERITANCE Es- 
TATE AND Girt TAx Reports { 16,419. 


Minnesota: Partnership: Division of tax 
burden.—There must be a partnership in 
reality and not a mere pretense of one to 
entitle the partners to divide the income tax 
burden according to their respective interests 
as they appear on the face of the articles of 
partnership. In the case at bar, the facts 
support the trial court’s findings and con- 
clusions that there was no partnership in 
reality insofar as the defendant’s four younger 
children were concerned.—Minn. State of 
Minnesota v. Hitchcock, 2 CCH State Tax 
CAseEs Reports { 250-033. 


Transfers to take effect at death: United 
States savings bonds payable in the alterna- 
tive: Insufficient delivery—The decedent 
caused United States savings bonds to be 
purchased in her name or, in the alternative, 
the names of her children. Certain of the bonds 
were actually purchased by a daughter and kept 
in a safety deposit box rented jointly in the 
names of the decedent and the daughter. 
Other bonds were purchased by a bank, 
which retained them in its custody. All of 
the bonds are held taxable as the subject 
of transfers to take effect at death. With 
respect to none of the bonds was a sufficient 
delivery shown to permit a completed living 
gift to arise. As for those held jointly with 
the daughter with whom the decedent rented 
the deposit box, a written assignment was 
needed in order to show clearly that a de- 
livery was made and satisfy the require- 
ments of the law for tax purposes. As for 
the other children, there was no delivery 
made which could give rise to a completed 
gift. Both the bank and the daughter were 
acting as agents of the decedent when they 
dealt with the bonds.—Mont. Jn the Matter 
of the Estate of Clara Bullard Brown. State 
of Montana, Appellant v. Clara B. Pelletier 
and Marcia Brown, Executrices of the Last 
Will and Testament of Clara Bullard Brown, 
Deceased, Respondent, CCH INHERITANCE 
EstaTE AND Girt Tax Reports § 16,421. 
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State Tax Calendar 


ALABAMA 
August 1 
Automobile dealers’ report due. 
August 10—— 


Alcoholic beverage report and tax of pub- 
lic service licensees due. 

Alcoholic beverage report of wholesalers 
and distributors due. 

Automobile dealers’ report due. 

Tobacco stamp and use tax report and 
payment due. 

Tobacco wholesalers’ and jobbers’ report 
due. 


August 15—— 


Carriers’, warehouses’ and transporters’ 
gasoline tax report due. 


Carriers’, warehouses’ and transporters’. 


lubricating oils tax report due. 

Motor carriers’ mileage report and tax 
due. 

Oil and gas conservation tax report and 
payment due. 

Oil and gas production tax report and 
payment due. 

August 20—— 

Automobile dealers’ report due. 

Coal and iron ore mining tax report and 
payment due. 

Diesel fuel tax report and payment due. 

Gasoline tax report and payment due. 


Lubricating oils tax report and payment 
due. 


Motor fuel tax report and payment due. 
Sales tax report and payment due.» 


ARIZONA 
August 5 


Alcoholic beverages licensees’ report due. 
August 10—— 
Wholesalers of malt, vinous and spirit- 
uous liquors, report and payment due. 
August 15 
Gross income report and payment due. 
Phoenix business privilege tax report and 
payment due. 
August 20—— 
Motor carriers’ report and tax due. 
Use fuel tax report and payment due. 


State Tax Calendar 


1949 AUGUST 1949 
«» 123 45 6 
7 8 9 1011 1213 
1415 1617 18 19 20 
21 22 23 24 25 26 27 
28 29 30 31 «» «» «» 


August 25—— 
Motor vehicle fuel distributors’, whole- 


salers’ and carriers’ report and payment 
due. 


ARKANSAS 
August 10—— 
Alcoholic beverages report due. 
Franchise tax due. 
Motor fuel carriers’ report due. 
Statement of purchases of natural resources 
due. 
August 15—— 
Compensating (use) tax report and pay- 
ment due. 
August 20—— 
Gross receipts tax report and payment 
due. 
Use fuel tax report and payment due. 
August 25—— 
Motor fuel tax report and payment due. 
Natural resources severance tax report 
and payment due. 


CALIFORNIA 
August 1 
Common carriers’ distilled spirits tax re- 
port and payment due. 
Gasoline tax report and payment due. 
August 15—— 
Beer and wine report and tax due. 
Common carriers’ report of alcoholic bev- 
erages imported due. 
Distilled spirits report and tax due. 
Oil and gas production first installment 
due (last day). 
Personal income tax second installment 
due. 
Use fuel tax report and payment due. 
August 20-—— 
Motor carriers’ gross receipts report and 
tax due. 
August 31 
Unsecured personal property tax due (last 
day). 
COLORADO 
August 5—— 
Alcoholic beverage manufacturers’ report 
due. 
Motor carriers’ tax due. 
August 10—— 
Motor carriers’ report due. 














August 14— 
Sales tax report and payment due. 
Use tax report and payment due. 
August 15—— 
Coal mine owners’ report due. 
Coal tonnage tax report due. 
Denver sales tax report and payment due. 
August 25—— 
Diesel fuel tax report and payment due. 
Gasoline tax report and payment due. 


CONNECTICUT 
August 1 
Gasoline tax due. 
August 15—— 
Corporations’ annual report and fee due. 
Gasoline tax report due. 

Gasoline use tax report and payment due. 
Motor carriers’ gross receipts tax due. 
August 20 
Alcoholic beverage tax return and pay- 

ment due. 








DELAWARE 
August 15—— 
Filling stations’ gasoline tax report due. 
Manufacturers and importers of alcoholic 
beverages, report due. 
August 31 . 
Distributors’ gasoline tax report and pay- 
ment and carriers’ report due. 





DISTRICT OF COLUMBIA 
August 1 

Bank gross earnings tax report due. 

Gas, electric and telephone companies’ 
report due. 

August 10—— 

Licensed manufacturers and wholesalers 
of beer, report due. 

Licensed manufacturers, wholesalers or 
retailers of alcoholic beverages, report 
due. 

August 15—— 

Beer tax due. 

August 20—— 

Sales and use tax report and payment due. 

August 25—— 
Gasoline tax report and payment due. 








FLORIDA 
August 1 
Auto transportation companies’ report 
and tax due. 
August 10—— 
Agents’ and wholesalers’ cigarette tax re- 
port due. 


Manufacturers’ and dealers’ alcoholic bev- 
erages report and tax due. 


682 











August 15—— 

Dealers’, importers’ and carriers’ gasoline 
report due. 

Gasoline use tax and report and gasoline 
nondistributors’ and carriers’ report due. 

Motor vehicle fuel use tax report and pay- 
ment due. 

Transporters’ and carriers’ alcoholic bev- 
erage report due. 


August 25—— 
Gasoline sales tax and storage tax report 
and payment due. 
Oil and gas production tax report and 
payment due. 


GEORGIA 
August 10—— 
Cigar and cigarette wholesale dealers’ re- 
port due. 
Distilled spirits wholesale dealers’ report 
due. 
Motor carriers’ report due. 
August 15—— 
Malt beverage tax report due. 
August 20-—— 


Gasoline tax report and payment due. 





IDAHO 
Second Monday 
Sleeping car companies’ report due. 
August 15—— 
Beer dealers’, brewers’ and wholesalers’ 
report due. 
Cigarette wholesalers’ drop shipment re- 
port due. 
Electric power companies’ report and tax 
due. 
Gasoline tax report and payment due. 
August 25—— 


Gasoline dealers’ report and payment due. 
Use fuel tax report and payment due. 


" ILLINOIS 
August 10-—— 
Motor carriers’ mileage tax report and 
payment due. 


August 15—— 
Alcoholic beverage tax report due. 
Cigarette tax return due. 


Public utilities tax report and payment 
due. 


Sales tax report and payment due. 
August 20—— 
Gasoline tax report and payment due. 


August 30—— 
Transporters’ gasoline report due. 
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INDIANA 
August 1 
Alcoholic vinous beverage tax due. 
August 10—— 
Cigarette distributors’ interstate business 
report due. 
August 15—— 
Alcoholic vinous beverage tax due. 
Cigarette distributors’ drop shipment re- 
port due. 
Use fuel tax report and payment due. 
August 20—— 





Bank and trust companies’ intangibles tax °' 


report due. 

Bank and trust companies’ share tax re- 
port and payment due. 

Building and loan associations’ intangibles 
tax report and payment due. 

August 25—— 

Distributors’ and carriers’ gasoline tax 
report and payment due. 

Fuel dealers’ use fuel tax report and pay- 
ment due. 


IOWA 





August 1 
Corporation report due (last day). 
August 10—— 
Carriers’ gasoline tax report and payment 
due. 
Class “A” permittees’ beer tax report and 
payment due. 
August 20—— 
Gasoline tax report and payment due. 


KANSAS 
August 10—— 
Malt beverage report due. 
August 15—— 
Carriers’ gasoline and fuel use tax report 
due. 
Compensating tax report and payment 
due. 


Motor carriers’ gross ton mileage tax re- 
port and payment due. 
August 20—— 
Sales tax report and payment due. 
Use fuel tax report and payment due. 
August 25—— 
Gasoline tax report and payment due. 


KENTUCKY 
August 1 
Banks’, trust companies’ and real estate 
title insurance companies’ report due. 
Corporation bondholders’ and stockhold- 
ers’ report due. 


State Tax Calendar 





August 10—— 
Distilled liquors blenders’ and rectifiers’ 
tax payment due. 
Refiners’ and importers’ gasoline tax re- 
port due. 


August 15—— 
Alcoholic beverage report due. 
Fuel use tax report and payment due. 
Passenger carriers’ mileage tax due. 
Public utilities’ gross receipts tax report 
and payment due. 


August 20—— 
Cigarette wholesalers’ report due. 
Oil production tax report and payment 
due. 


August 31 
Amusement and entertainment report and 
tax due. 
Dealers’ and transporters’ gasoline tax re- 
port and payment due. 
Louisville income tax withholding agents’ 
payment due. 





LOUISIANA 
August 1—- 
Public utility license and pipe line trans- 
portation tax due. 
Soft drinks tax report due. 
Tobacco tax report due. 


August 10—— . 


Importers’ beer report due. 
Importers’ gasoline tax report due. 
Importers’ kerosene tax report due. 
Importers’ lubricating oils report due. 


August 15—— 


Carriers’ beer report due. 

Carriers’ gasoline tax report due. 
Carriers’ kerosene tax report due. 
Carriers’ lubricating oils report due. 
Income tax second installment due. 
Intoxicating liquor report due. 

Soft drinks tax report due. 

Tobacco tax report due. 


August 20—— 


Beer wholesale dealers’ tax report and 
payment due. 

Fuel use tax report and payment due. 

Gasoline tax report and payment due. 

Kerosene tax report and payment due. 

Lubricating oils tax report and payment 
due. 

New Orleans sales and use tax report and 
payment due. 

Sales and use tax report and payment due. 


August 31 
Electricity generation and sales tax and 
power use tax report and payment due. 
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MAINE 
August 1 


Cigarette distributors’ license fee due. 
August 10—— 
Malt beverage manufacturers’ and whole- 
salers’ report due. 
August 25 
Use fuel tax report and payment due. 
August 31 
Gasoline tax report and payment due. 











MARYLAND 
August 1 
Bank share tax due. 
Property tax assessed by State Tax Com- 
mission due. 
Utilities’ gross receipts franchise tax due. 
August 10—— 
Admissions tax payment due. 
Beer tax report and payment due. 
August 15 
Sales and use tax report and payment 
due. 
August 30—— 
Purchasers of cargo lots of motor fuel, 
report due. 
August 31 
Gasoline tax report and payment due. 











MASSACHUSETTS 

August 10—— 

Alcoholic beverage excise tax report and 

payment due. 

Meals excise tax report and payment due. 
August 20—— 

Cigarette tax report and payment due. 
August 31 

Motor fuel tax report and payment due. 





MICHIGAN 
August 5 
Carriers’ gasoline statement due. 
August 10—— 
Common and contract carriers’ report and 
fee due. 
August 15—— 
Sales tax report and payment due. 
Use tax report and payment due. 
August 20—— 
Cigarette tax report and payment due. 
Diesel fuel users’ tax report and payment 
due. 
Distributors’ gasoline tax report and pay- 
ment due. 
Fuel sold for use on vessels, tax due. 
Gas and oil severance tax report and pay- 
ment due (last day). 
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August 31—— 


Corporation privilege fee and report due. 
Nonprofit corporations’ report due. 


MINNESOTA 
August 1 
Airline companies’ report due. 
Railroads’ leased freight car report due. 
August 10—— 
Wholesalers’, brewers’ and manufacturers’ 
alcoholic beverage report due. 





August 15—— 
Interstate motor carriers’ mileage tax 
due. 
Railroads’ semiannual gross earnings re- 
port due. 


August 20—— 
Cigarette tax and report due. 
August 23—— 
Distributors’ gasoline tax report and pay- 
ment due. 
Special use fuel tax report and payment 
due. 
Tractor fuel sellers’ report due. 


MISSISSIPPI 
August 5—— 
Factories’ report due. 
August 10—— 
Admissions tax report and payment due. 
August 15—— 
Carriers’ gasoline tax report and payment 
due. 
Manufacturers, distributors and wholesal- 
ers of tobacco, report due. 
Retailers, wholesalers and distributors of 
light wine and beer, report due. 
Sales tax report and payment due. 
Timber severance tax report and payment 
due. 
Use fuel tax report and payment due. 
Use tax report and payment due. 
August 20—— 
Gasoline distributors’, refiners’ and proc- 
essors’ report and payment due. 
August 31 
Carriers of passengers and property, fuel 
use tax report and payment due. 
Common and contract carriers of passen- 
gers, gross revenue tax quarterly install- 
ment due. 
Use fuel tax and report on fuel other than 
gasoline due. 








MISSOURI 
August 5 
Nonintoxicating beer permittees’ report 
due. 
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August 10—— 


Oil inspection tax report and payment due. 
Receivers of petroleum products, report 








due. 
August 15 
Alcoholic beverage sales report due. 
August 25—— 
Use fuel tax report and payment due. 
August 31 


First class city property tax due (last 
day). 

Gasoline distributors’ report and payment 
due. 

Soft drinks manufacturers’ report and 
payment due. 








MONTANA 
August 1 
Moving picture theater licenses issue and 
tax due. 
August 15 


Brewers, wholesalers and transporters of 
beer, tax report and payment due. 
Carriers’ gasoline tax report due. 
Electric companies’ report and tax due. 
Gasoline tax report and payment due. 


August 20 
Producers, transporters, dealers and re- 
finers of crude petroleum, report due. 
August 29 
Telephone companies’ tax and report due. 











NEBRASKA 
August 10 
Cigarette distributors’ report due. 
August 15 





Alcoholic beverage manufacturers’ and 
wholesale distributors’ report due. 

Carriers’ gasoline tax report due. 

Gasoline tax report and payment due. 


NEVADA 





First Monday: 
Property tax quarterly installment due. 


August 10—— 
Liquor report by out-of-state vendors 
due. 
August 15 
Carriers’ gasoline tax report due. 
Manufacturers’ and importers’ alcoholic 
beverage report due. 
August 25. 
Dealers’ gaspline tax report and payment 
due. 
Fuel users’ tax report and payment due. 
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NEW HAMPSHIRE 
August 10—— 
Manufacturers’, wholesalers’ and import- 
ers’ alcoholic beverage report due; 
wholesalers’ payment due. 


August 15—— 
Use fuel tax report and payment due. 
August 31 
Motor fuel report and tax due. 





NEW JERSEY 





August 1 
Property tax quarterly installment due. 
Telephone, telegraph, express, parlor and 

sleeping car, gas and electric light, oil 
and pipe line companies’ gross receipts 
tax due. 

August 10—— 

Busses (interstate) report and excise tax 
due. 

Jitneys (municipal) gross receipts report 
and tax due. 

August 20—— 

Alcoholic beverage retail consumption and 
retail distribution licensees’ report and 
tax due. 

Cigarette distributors’ tax report and pay- 
ment due. 

August 25—— 

Busses (municipal) gross receipts report 
and tax due. 

August 30—— 

Carriers’ gasoline tax report due. 

August 31 
Distributors’ gasoline report and payment 

due. 





NEW MEXICO 





August 15 
Occupational gross income tax reports 
and payment due. 
Oil and gas conservation report due. 
Severance tax and report due. 
August 20-—— 
Motor carriers’ report and tax due. 
Pipe line operators’ license tax due. 
August 25—— 
Gasoline tax report and payment due. 
Use or compensating report and payment 
due. 


NEW YORK 
August 1 


State property tax semi-annual install- 
ment due. 
August 15 
Transportation and transmission com- 
panies’ additional tax and report due. 
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August 20-—— 
Alcoholic beverage tax and report due. 


August 25—— 

Conduit companies’ tax and report due. 
New York City public utility excise return 
and payment due. 

August 31 
Gasoline tax report and payment due. 
Insurance companies’ premiums report 

and tax due. 
Water, gas, electric, etc., companies’ re- 
port and tax due. 





NORTH CAROLINA 





August 1 
Express, Pullman and telegraph corpora- 
tions’ report and tax due. 
August 10—— 


Carriers’ gasoline tax report and payment 
due. 


Distributors and bottlers of unfortified 
wines, report and payment due. 

Railroads’ alcoholic beverage report due. 
August 15—— 

Sales tax report and payment due. 

Spirituous liquor tax due. 

Use tax report and payment due. 
August 20—— 


Distributors’ gasoline tax report and pay- 
ment due. 


Use fuel tax report and payment due. 


NORTH DAKOTA 
August 1 


Domestic corporations’ report and fee due 
(last day). 

August 10—— 

Cigarette distributors’ report due. 
August 15—— 

Beer tax report and payment due. 

Gasoline tax report and payment due. 

Interstate motor carriers’ tax due. 
August 25—— 

Use fuel tax report and payment due. - 





OHIO 
August 1—— 

Public utilities’ (except railroads and street, 
suburban and interurban railroads) ex- 
cise tax return due. 

August 10—— 

Cigarette wholesalers’ report due. 

Classes “A” and “B” permittees’ alcoholic 
beverage report due. 

August 15—— 
Cigarette use tax and report due. 
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August 20—— 
Dealers’ gasoline tax report due. 
August 30-—— 
Cafriers’ gasoline tax report due. 
August 31 


Foreign insurance companies’ premiums 
tax second installment due. 
Gasoline tax due. 





OKLAHOMA 





August 1 
Foreign corporations’ capital stock affi- 
davit due (last day). 


August 5 


Operators’ report of mines other than coal 
mines due. 


August 10-—— 
Airports’ gross receipts report and tax 
due. 
Alcoholic beverage report and payment 
due. 
Cigarette wholesalers’, retailers’ and vend- 
ing machine owners’ report due. 


August 15—— 

Carriers’ mileage tax report and payment 
due. 

Dealers’, retailers’ and carriers’ gasoline 
tax report due.’ 

Sales tax report and payment due. 

Tobacco wholesalers’, jobbers’ and ware- 
housemen’s report due. 


August 20-—— 

Carriers’ use fuel tax report due. 

Coal mine operators’ report due. 

Distributors of gasoline and purchasers of 
imported gasoline, tax report and pay- 
ment due. 

Rural electric cooperatives’ property tax 
return and payment due. 

Use fuel tax report and payment due. 

Use tax report and payment due. 


August 31 
Corporations’ license tax due. 
Corporations’ license tax report due (last 

day). 
Domestic and domesticated corporations’ 
information report due (last day). 
Oil, gas and mineral gross production re- 
port and payment due. 








OREGON 
August 10—— 
Oil production tax report and payment 
due. 
August 15—— 


Corporation license tax due (last day). 
Property tax quarterly installment due. 
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August 20—— 


Alcoholic beverage tax report and pay- 
ment due. 
Motor carriers’ report and tax due. 
Use fuel tax report and payment due. 
August 25—— 
Gasoline tax report and payment due. 


PENNSYLVANIA 
August 10—— 
Importers of spirituous and vinous liquors, 
report due. 
Malt beverage report due. 
Soft drinks tax report due. 
August 15—— 
Employers’ return of tax withheld at source 
under Philadelphia income tax due. 
Manufacturers’ alcoholic beverage tax re- 
port and payment due. 
August 31 
Gasoline tax report and payment due. 
Use fuel tax report and payment due. 





RHODE ISLAND 





August 1 
Bank deposit tax return and payment due. 
August 10—— , 
Manufacturers’ alcoholic beverage report 
due. 
August 15—— 
Gasoline tax report and payment due. 
August 20—— e 


Sales and use tax return and payment 
due. 


SOUTH CAROLINA 
August 1 
Alcoholic beverage wholesalers’ report of 
alcoholic beverages received due. 
August 10—— 
Admissions tax report and payment due. 
Alcoholic beverage wholesalers’ and re- 
tailers’ report of alcoholic beverage sales 
and additional tax due. 
Power tax return and payment due (last 
day). 
August 20—— 
Dealers’ fuel oil report due. 
Gasoline tax report and payment due. 
Users of fuel oil, tax return and payment 
due. 





SOUTH DAKOTA 
August 1 
Motor carriers of passengers, tax due. 
August 10—— 
Interstate motor carriers’ report and tax 
due. 


State Tax Calendar 





August 15—— 










Alcoholic beverage sales report due. 
Carriers’ and retail airplane fuel vendors’ 
gasoline tax report due. 
Carriers’ use fuel tax report due. 
Dealers’ gasoline tax due. 
Use fuel tax report and payment due. 
August 20-—— 
Passenger mileage tax due. 
August 31 
Gasoline dealers’ tax report due. 





TENNESSEE 
August 1—— 
Public utilities’ gross receipts report and 
tax due. 
Soft drink bottlers’ report and tax due. 
Theater tax report and payment due. 
August 10—— 
Alcoholic beverage report due (last day). 
Barrel tax on beer due. 
Carriers’ gasoline tax report due. 
August 15—— 
Carriers of use fuel, report due. 
Users of fuel, report due. 
August 20—— 
Distributors’ gasoline tax report and pay-" 
ment due. 
Liquid carbonic acid gas tax due. 
Oil production tax report and payment 
due. 
Sales and use tax report and payment due. 


TEXAS 
August 15—— 
Oleomargarine dealers’ report and tax due. 
August 20—— 
Carriers’ motor fuel tax report due. 
Motor fuel tax report and payment due. 
Users of liquefied gases and liquid fuel 
tax report and payment due. 
August 25—— 
Carbon black production tax report and 
payment due. 
Cement distributors’ tax report and pay- 
ment due. 
Natural gas production tax report and 
payment due. 
Prizes and awards of theaters, tax report 
and payment due. 
August 30—— 
Oil production tax report and payment 
due. 


UTAH 


August 10—— 
Carriers’ use fuel tax report due. 
Liquor licensees’ report due. 





August 15—— 
Use fuel tax report and payment due. 
August 25—— 
Carriers’ gasoline tax report due. 
Distributors’ and retailers’ gasoline tax 
report and payment due. 


VERMONT 
August 10—— 


Alcoholic beverage tax report and pay- 
ment due. 
August 15 
Electric light and power companies’ re- 
port and tax due. 
August 31 
Gasoline tax report and payment due. 


VIRGINIA 
August 10—— 
3eer dealers’, bottlers’ and manufacturers’ 
report due. 
Warehousemen’s tobacco tax due. 
August 20—— 
Carriers’ gasoline tax report due. 
Dealers’ and resellers’ fuel use tax report 
and payment due. 
August 31— 
Gasoline tax report and payment due. 
Use fuel tax report and payment due. 


WASHINGTON 
August 10—— 
Brewers and manufacturers of malt prod- 
ucts report due. 
August 15 
3utter substitutes report and payment 
due. 


Wholesalers’ cigarette drop shipment re- 
port due. 


August 20—— 
Use fuel tax report and payment due. 
August 25—— 
Carriers’ gasoline tax report due. 
Gasoline tax report and payment due. 


WEST VIRGINIA 

August 10—— 

Alcoholic beverage tax report and pay- 

ment due. 

August 15—— 

Cigarette use tax report and payment due. 

Sales tax report and payment due. 
August 30—— 

Gasoline tax report and payment due. 


WISCONSIN 
August 1 
Income tax second installment due. 
August 10—— 
Alcoholic beverage tax report due. 
Cigarette wholesalers’ and manufacturers’ 
report due. 
August 15 
Railroads’ and street railways’ 
annual gross receipts report due. 
August 20—— 
Gasoline tax report and payment due. 


semi- 


WYOMING 
August 10—— 
* Carriers’ gasoline tax report due. 
August 15—— 
Dealers’ gasoline tax report due. 
Motor carriers’ tax and report due. 
Sales tax report and payment due. 
Wholesalers’ gasoline tax report and pay- 
ment due. 


CO 


CY 


July, 1949 @ TAX E S—The Tax Magazine 








Federal Tax Calendar 


August 15—— personal holding companies due for July. 
Due date, by general extension, of returns Form 957. 
for the fiscal year ended February 28, Employers withholding over $100 during 
1949 in the case of (1) foreign partner- July pay amount to authorized depositary. 
ships; (2) foreign corporations which Returns 
maintain offices or places of business 
in the United States; (3) domestic 
corporations which transact their busi- 
ness and keep their records and books 
of accounts abroad; (4) domestic cor- 
porations whose principal income is 
from sources within the possessions of 
the United States; and (5) American 
citizens residing or traveling abroad, 
including persons in the military ‘or 
naval service on duty outside the 
United States. (Regulations 111, Sec- 
tion 29.53-3(a).) Forms: (1) Form 
1065; (2)-(4) Form 1120; (5) Form 1040. August 31—— 


Monthly information returns of stockholders Returns for excise taxes due for July. 
and of officers and directors of foreign Forms 726, 72/7, 728,. 7Z6(a),. 729: 932. 


of stamp accounts by brokers, 
dealers in securities, ete., due for pre- 
ceding month. Form &28. 

Due date for delivery to local collector of 
internal revenue, by stamp depositaries 
of the United States, of requisitions for 
all stamps purchased during the preced- 
ing month, with statement showing 
stamps on hand at beginning and end of 
such month and stamps sold during that 
month. Payment also due for proceeds 
of sales of stamps sold during preceding 
month. 


Of Special Interest . . . 


A survey of the United States tax-treaty program by Max J. Was- 
serman, Director’s Staff, Office of International Trade, Department of 
Commerce, appears in the December 27, 1948 issue of Foreign Com- 
merce Weekly. The author points out that since the war, far more 
attention is focused on the international tax situation, because of the 
great increase in the tax rates and the number of new taxes which 
many governments have imposed in a strenuous effort to balance their 
heavy postwar expenditures. . ... The Law Library in the Library of 
Congress reports an increased use of its facilities in the past year— 
59,807 readers made use of 183,197 books. . . . State Government for 
February, 1949, contains an interesting two-page chart detailing the 
annual maximum salaries of state administrative officials. 
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